Shaping Our
Future Success

i . EREEE S
P AR |
,‘ II=II LT PROCESSED .
T .
| APR23 207

THOMSON
FINANCIAL

o
.IIIIII

N
NENEEERENENY .

J T

|




Ohio Casualty Corporation is the holding
company of The Olio Casualty Insurance
Company, which is one of six property-
casualty subsidiary companies that make
up Ohio Casualty Group®, collectively
referred to as Consolidated Corporation.
The Ohio Casualty Insurance Company
was founded in 1919 and is licensed in

49 states. Ohio Casualty Group is ranked
among the top 50 U.S. property/casualty
insurance groups based on net premiums
written (Best’s Review, July 2006). The
Group’s member companies write auto,
home and business insurance. Ohio

Casualty Corporation trades on the

NASDAQ Stock Market under the symbol

OCAS and had assets of approximately
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1. Average for years_ -

2006 Highlights

B Operating income per share increased 16.7%. book value per share
increased 14.4% and operating return on equity was a healthy 14.7%,

B Our underwriting results were excellent, with each segment,
Commercial, Specialty and Personal Lines, reporting an underwriting
profit. The All Lines GAAP combined ratio of 93.7% was 0.5 points
better than 2003.

B [nvestment income grew 3.6%. while maintaining a high quality
fixed income investment portfolio.

B In January 2006 we announced the appointment of Territory
Vice Presidents who have responsibility for all lines of business,
supporting a “one-company” market approach.

B The shareholder dividend was increased by 50% in February
2006 and 44% in February 2007.

B We repurchased 5.5% of the beginning of year outstanding shares
at an average cost of $28.95 per share. In September 2006 we
authorized another $100 million for future repurchases.

B In March 2006 Jerry Mallicoat was named Chief Marketing
Officer for the Company.

B In 2006 we received rating upgrades from Standard & Poor’s and
Fitch. In addition, we received positive outlook changes from
Moody’s and A.M. Best.

@ In November 2006 we announced an update to our Strategic
Plan with initiatives for product development, distribution
management, and agent-centric services, while maintaining
underwriting discipline.

For more details, including
* the reconciliation to GAAF,
G rOWth . = on financial resuits and
‘ related measures, see the
Lo .. Annual Report on Form 10-K
‘ | for the year ended December
31, 2006 and the Periodic
Report on Form 8-K filed on

ST February 7, 2007,
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Dear Fellow
Shareholders,

We are pleased to report to you
another year of excellent results,
marked by strong operating
earnings, a solid return on
equity for shareholders and

increased book value per share.

L ' | | S R
This was the third year in a row curoperating-teturnon
equity has exceeded 12%, and the second year in a row we
achieved an All Lines GAAP combmed ratio'in the mid 90s, -
We also improved our underwnnng expense ratio'despite a-
decling in premium revenue:- These lmpresswe results were —
accomplished as we- met the- challenges of an increasingly -
competitive-market.-- © - - - - - -
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We view 2006 as a milestone year because we were.able to
repeat, and in some cases.exceed; 2005’s strong performance
All three of our business segments were profitablé.on.a

calendar year. underwrmng basis. last year .and our.overall __.'.

R
financial condition. contmued to 1mprove U R

Shaping our strategy

Last November, we introduced our updated Strateglc Plan to
investors at NASDAQ s headquarters in New York City. The
updated Strategic Plan is a framework that describes the three
principal elements of our new. marketmg strategy. It is how
we intend to continue our strong financial perfonnance and
aggressively and creatlyely address our biggesi challenge:
driving profitable growth. "~ ¢ [ ' [ |

We have pledged to maintain Under{fritiln'g'discipl'iné as we
address our continuing need to increase net written premiums

' in several product ines. We plan to do this by executing

- ; three key 1mnatwes of the updated Strategic Plari that- -

] |
' address crucial aspects of-our overall approach -

I a Product Development Imtlatlve to leverage our

“expert underwntmg abilities and establlsh targeted, .
t1ered niches for our broad portfolio of products; ~

I a Dlstrlbutlon] Management lmtlatlve ) help us work A

" more effectively with growth- onented agenc:es and in’
o hlgh growlh locales and .

l B auniqué Agent centrlc Ser\nces Imtlatlve that w1ll help
growth-onented agencnes bunld thelr buslnesses

Pictured above, members of the Strategy Team

include front row, from ieft: Chief Financial Officer

C()nrmued on page 2
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Mike Winner; Chief Executive Officer|[Dan Carmichael;

Chief Operating Officer Mike Michael|and Paul Gerard,

Investments; second row, from left: Tom Schadler,
Actuarial; John Kellington, Informatio
Busby, Specialty and Personal Lines;|Lynn Schoel,
Human Resources; Ralph Goode, Claims; Mike

Sullivan, Commercial Lines; Jerry Mallicoat, Marketing;,

and Deb Crane, Corporate Leqgal.

OHIO CASUALTY
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L ‘—to eontmue burldlng the marketmg culture we- began to -
- ——establtsh in 2005,|pr1nc1pally led- by PreSIdent and Ch:ef e

‘ --Gper%atmg Ofﬁcer,Mrke Mlchael In March 2006 we 1- - !- SRR

~added Chief- Marketing Ofﬁcer Jerry Mallrcoat -who has -

—brought to-the table- -an integrated-and data-driven approach s
---10- marketmg our- products and servrces Rescarc':h such—— —-
- .-as-a. comprehenswe survey of our mdependent agents
product analyses and compenuve envrronment scans ]
,sytelded information that wa's very useful for the. Strategyl._ -
o sTeam in. formullatmg the comprehenswe Strateglc Plarlt apd -
otir employees are actively engaged in. 1mp1ement1ng the

= strategyl Opr agents are also eplbracmg this_strategy as it_
| ‘3 is oriented towardI helpmg them grow and become more . i

| !
. successful aswell. ' :,ﬁ, |

'

| |

Shaplng our'flnanmal strength !

We are very encouraged. by the strength of our operatmg

results and balance shpet Our debt to total. capltal ratlo i

declmed by nearly a full percentage point.. In addition,

holdmg company llqu1drty and statutory surplus each .
_«_increased by more than $70. ml]llOﬂ in 2006, We' repurchased .

' 3.5 million or 5.5% of our common shares, bringing the '
. total since August 2005 oS mllhon  shares of 8.1% of
|_ ‘ outstandmg shares. In September 2006, another $IOO mrlhon

" for future repurchases was authonzed

[

i
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We continued to increase the tax- exempt portion of our
investment holdmgs which reduced our effectlve tax rate on

mvestment income from 27, 1% in 2005 to 25 7% in 2006

For the first time in many years all of the major ratmg
_agencies rate us at investment grade Last July, Standard &
Poor’s upgraded our financial strength ratings to A- with a
* stable outlook. A.M. Best upgraded our outlook to posmve
in April 2006 We appreciate this recogmtron of our efforts
to concentrate on delivering high quality financial results =~
“and éaming our way to higher ratings. . | | |
. i | N
Former Federated Department Stores Vicé-Chairman-Ron -
: “Tysoe-joined our Board of D1rectors in February 2006 L
further strengthening the consnderable financial background

and acumen of that group.
| ' .
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An 1mportant factor in our success will-beour ablllty 1 ST
I

o yforthefuture Lo

 Operating Income GAAP All Lines
Per Share Combined Ratio

Shapmg our success S
One.of the. best measures-of. long-term-value- creauon for C
'shreholders is. book. value. Our book value mcreased 14.4%

last year and has grown at a. compound annuat growth

rate of 11.1% the past. three years well above the average

‘of our peer group In February 2006 we were plcased to
mcrease our d1v1dend and we announced another significant
d1v1dend 1ncrease in ‘February 2007, We remain committed

to managing our business for. maximum shareholder return

While we are extremely pleased with our 2006 results, we
’ know that proﬁtable growth is essential for our long-term
success. We- beheve that through excellent execution of our
updated Strategic Plan, we can meet this challenge without
sacnﬁcmg our discipline in pricing and-underwriting.
We intend to become the kind of knowledgeable, flexible
and-financially strong source of coverage that the best
independent-agenci¢s-seek out-for their best customers.
Through the support-of our agencies and hard work by our
skilled and dedicated-employees, we-can-positively shape
and achieve-that future success.

Thank you for your'continued suppo‘r_t of your company.

Sincerely, -

Dan R. Carmichael, CPCU Stanley N. Pontius
President and Chief* Lead Director
Executive _O_j_"_ﬁcer

OHIO CASUALTY CORPORATION




In 2006 we continued to build a foundation for profitable
growth. Our operating units focused on several key objectives:

B strengthening relationships with the independent
agencies that sell our products;

maintaining underwriting discipline in a softening
market;
bringing new preducts to market;

maintaining high levels of service to agencies and
policyholders; and

enabling our initiatives with efficient and cost-saving
technologies.

Our updated Strategic Plan provides the roadmap for intensifying
our foundation of technology and service excellence through
three initiatives designed to accelerate profitable growth.

The first is a strong Product Development Initiative,
leveraging our strengthened marketing culture and competitive
advantages in the contractor and bond arenas to build leading
marketing niches in these areas. In 2006, we introduced the
Artisan Contractors Package and the Custom HomeBuilder
programs — our first new products in nearly eight years.

We also will package and promote specialty products and
maintain our competitive general products, enabling our
agencies to produce and service business more easily.

Operational Review

i R BT i o B R kR ot B e ST

In 2007 we will further position our company for growth through
a Distribution Management Initiative that ensures we are
working with growth-oriented agencies. That includes the go-to-
market approach we established in 2006, which positions us as
one company, providing more direct support and communication
to agencies. We also have reorganized our field structure around
our Territory Vice Presidents, who are now responsible for
marketing all three segments of our business in line with our
profitable growth objectives.

Our new Agent-centric Services Initiative will provide a
portfolio of unique “value-added” support services to key
agencies. This customizable bundle of tools and services, a
rarity in the industry, will foster mutually profitable, long-term
agency relationships.

Continued on page 4

On the Commercial Lines side, Agent Jeff Ries,
right, Ries Insurance Agency Inc., Cincinnati,
OH, worked with Commercial Lines Marketing
Representative Shannon Arnett, center, to market
the newly introduced Artisan Contractors Package
Program {ACPP) to small and mid-sized artisan
contractors like Jeff Buehler, left, JBQ Construction,
LLC, Ft. Wright, KY. Jeff is a concretd contractor.
The ACPP has been a highly successful product
since its introduction in 2006 and will be an
important part of our overall Contractor Program
going forward. “Our agents have been using this
product because it meets a specific need in the
market and is quick and easy for them to use,” says
Shannon. "With the Property and inlapd Marine
coverages together, it's a nice package for our
smaller contractors. It's fully automatgd so agencies
can input the underwriting information| and easily
issue the policy themselves through our PA.R.|.S.5M
system.” Quoting a policy quickly is key to the

sale, explains Agent Jeff Ries. “A timely response is
most often the most important aspect pf writing the
account, along with the package coverage.”

OHIO CASUALTY GORPORATION




0p€l‘ ational Review — from page 3

'We must execute all three initiatives to achieve our goal
of profitable growth. We recognize that the Strategic
Plan’s foundation is built on serving our best agencies
through technology, claims service and other customer
service capabilities.

We continued to advance our technology efforts to assist
agencies, expanding our abilities to quote, endorse and

issue policies through our commercial policy rating system,
P.A.R.IS* On the Personal Lines side, we have begun a much
anticipated rollout of our new tiered personal auto product
powered by PA.R.1.S™ which will continue into 2008.

Our policyholders continue to rate us highly on claims
service, based on results from our continuing survey of
policyholders who have had a claim with us. Asked whether
they would renew their coverage with us based on the
service they received, nearly 95 percent of those interviewed
between July 2006 and January 2007 answered YES.

We also enhanced value-added services such as Loss Control,
Premium Audit and convenient electronic bill presentment
and payment through our Website, www.ocas.com. Our
Commercial and Personal Lines Service Centers provide real
value to agencies that wish Lo outsource their processing and
service tasks to us.

2006 Annual Report

" Ohio Casuaity Group® policyholders Joe and

Frances Fisher, seated, of Midway, KY, say they
will never shop eisewhere for insurance. That's
because they are 50 pleased with the claims
service they received after their home suffered
lightning damage in the summer of 2006. “We've
told everyone that Ohic Casualty was very

good to us when we called, provided prompt
service and didn’t make us go through any ‘red
tape’ when settling our claim,” says Frances.
Claims Representative Dianne Humphrey,

left, who assisted the Fishers, says excellent
customer service is the cornerstone for the Ohio
Casualty claims organization. "We know that
first contact with our customer is critical and sets
the standard for the entire claim.” The Fishers
purchase their Ohio Casualty policies through
Bohannon Meyer Insurance, Versailles, KY.
Their agent, Kelly Logan, center, totally agrees
that good cuslomer service is very important,
especially during a claim process. “l always
have up-to-date information about Ohio Casualty
claims, which means | have answers when my
customers call. | appreciate that very much,”
says Kelly, who works with Personal Lines
Marketing Representative Sue Christian, right.

Overall, 2006 was a very positive year, with each of our
three business lines producing an underwriting profit. We
demonstrated our commitment to maintain underwriting
discipline and seek out only profitable new business in a
competitive market. Working closely with agencies that share
aur profitable growth objectives, and with the support of our
dedicated and expert staff, we are already making progress
against our Strategic Plan objectives, aiming for continued
success and superior returns for shareholders.

OHIO CASUALTY CORPORATION
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PART |

Item 1. Business

(a) General Development of Business

Ohio Casualty Corporation (the Corporation) is the holding company of The Chio Casualty Insurance Company
(the Company), which is one of six property-casualty insurance companies that comprise the Ohio Casualty
Group (the Group), collectively the “Consolidated Corporation”, whose primary products consist of insurance for
personal auto, homeowners, commercial property, commercial auto, workers’ compensation and other
miscellaneous lines. The Group operates through the independent agency system in over 40 states, with 29.3%
of its 2006 net premiums written generaled in the states of New Jersey (11.0%), Pennsylvania (9.8%) and
Kentucky (8.5%). The Group consists of:

s« The Company;,

¢ West American Insurance Company {West American);
* Ohio Security Insurance Company (Ohio Security);

s American Fire and Casualty Company (American Fire);
» Avomark Insurance Company (Avomark}; and

¢ Ohio Casualty of New Jersay, Inc. (OCNJ}.

On December 1, 1998, the Company acquired substantially all of the assets and assumed certain liabilities of the
commercial fines division of the Great American Insurance Company (GAI) and certain of its affiliates. The
maijor lines of business included in the acquisition were workers’ compensation, commercial multi-peril, umbrella,
general liability and commercial auto.

During the fourth quarter of 2001, OCNJ entered into an agreement to transfer its obligation to renew private
passenger auto business in New Jersey. This transaction effectively exited the Group from the New Jersey
private passenger auto market beginning in March of 2002. For further discussion on this transaction, see ltem
15, Note 7 — Other Contingencies and Commitments, in the Notes to the Consolidated Financial Statements on
pages 83 and 84 of this Annual Report on Form 10-K.

The Consolidated Corporation continually evaluates the competitive environment within the insurance industry.
Most high performing insurance companies, including a number of peer companies, have achieved combined
ratios in the low 80% to mid-90% range. Also, the surplus positions of many of these companies have
strengthened, and investment income has grown with increasing yields on new investments. In addition, the
industry saw increased price competition in 2006 and 2005 in most insurance product lines. Recognizing that
improved industry results may mean further price competition, the Consolidated Corporation has taken steps in
2006 to maintain strong profitability through disciplined underwriting and pricing and expense management
initiatives.

in November 2006, the Corporation announced its updated Corporate Strategic Plan for the 2007-2009
timeframe, “Building A Marketing Culture.” The growth plan includes three strategic initiatives to accelerate
profitable top line growth which include product development, distribution management and agent-centric or
value added services. The Corporation’s vision is to be the company that agencies trust with their best business,
that policyholders trust for their protection and that associates respect based on performance and ethical
conduct. The vision will be accomplished by collaborating strategically with growth-criented agencies by offering
differentiated products and comprehensive value-added services.

{b) Financial Information About Segments

The revenues and operating profit of each reportable segment for the three years ended December 31, 2006,
2005 and 2004 are sei forth in Item 15, Note 12 - Segment Information, in the Notes to the Consolidated
Financial Statements on pages 86 and 87 of this Annual Report on Form 10-K. The combined ratios and
component ratios for each reporiable segment for the three years ended December 31, 2006, 2005 and 2004
are presented in ltem 7, Management's Discussion and Analysis of Financial Condition and Results of Operation
on pages 37-40 of this Annual Report on Form 10-K.




Item1. Continued

(c)} Narrative Description of Business

Segment Description

Commercial Lines Segment

The Group's Commercial Lines segment accounted for 58.7%, 56.8% and 57.0% of net premiums written in
2006, 2005 and 2004, respectively, consisting of the following product lines:

{in miflions) 2006 2005 2004
Workers' compensation $137.5 $138.6 $132.9
Commercial automobile 2234 227.7 2335
General liability 101.1 95.7 89.5
CMP, fire and inland marine 367.7 361.5 372.3

Total Commercial Lines $829.7 $823.5 $828.2

These product knes include:

Workers' compensation insurance - insures employers for their cbligations to provide workers' compensation
benefits as required by applicable statutes, including medical payments, rehabilitation costs, lost wages, and
disability and death benefits. These policies also provide coverage to employers for their liability exposures
under the common law;

Commercial automobile insurance - insures policyholders against first and third party {iability related to the
ownership and operation of motor vehicles used in the course of business and property damage to insured
vehicles. These policies may provide uninsured motorist coverage, which provides coverage to insureds and
their employees for bodily injury and property damage caused by an uninsured party;

General liability insurance - insures policyholders against third party liability for bodily injury and property
damage, including liability for products sold and covers the cost of the defense of claims alleging such
damages; and

Commercial multi-perit insurance (CMP) fire and inland marine - insures a business against risks from
property, liability, crime and beiter and machinery explosion losses.

Specialty Lines Segment

The Group's Specialty Lines segment accounted for 10.3%, 10.4% and 9.3% of net premiums written in 2006,
2005 and 2004, respectively, consisting of the following product lines:

{in millions) 2006 2005 2004
Commercial umbrella/other $ 856 $ 972 $ 87.1
Fidelity and surety 59.7 53.2 48.4

Total Specialty Lines $145.3 $150.4 §1355

These product lines include:

Commercial umbrella - indemnifies policyholders for liability and defense costs which exceed coverage
provided by the underlying primary policies, typically commercial automabile and general liability policies, and
provides coverage for some items not covered by underlying policies;

Fidelity and surety - insures against dishonest acts of bonded employees and the non-performance of parties
under contracts, respectively.

Personal Lines Segment

The Group's Personal Lines segment accounted for the remaining 31.0%, 32.8% and 33.7% of net premiums
written in 2006, 2005 and 2004, respectively, consisting of the following product lines:




Item 1. Continued

{in millions) 2006 2005 2004
Personal auto including personal umbrella $259.6 $283.7 $294.1
Personal property 177.6 191.8 196.1

Total Personal Lines $437.2 $475.5 $£490.2

These product lines include personal automcbile and homeowners insurance sold to individuals and provide
property and liability coverage.

Marketing and Distribution

The Group is represented by approximately 3,350 independent insurance agencies {for this purpose considered
the Group's Agency Force) with approximately 5,700 agency locations, each containing at least one licensed
agent of the Group. These agents also represent other unaffiliated companies which may compete with the
Group. In addition to its home office facility, the Group operates in multiple claim, underwriting, bond and service
offices to assist these independent agents in producing and servicing the Group's business.

Certain agencies that meet established profitability and production targets are eligible for “key producer” status.
At December 31, 2006, these agencies represented 16.4% of the Group's total Agency Force and wrote 48.5%
of its book of business. The policies placed by key agents have consistently produced a lower loss ratio for the
Group than policies placed by other agents.

The Commercial Lines customer group, categorized by commercial liability coverage premium volume, included
approximately 51% contractors/artisans, 18% mercantile, 19% service, 7% manufacturers and 5% other. The
Group targets smali and medium-sized commercial accounts that range in size, with average premium of $5
thousand - $7 thousand. The Group believes this small to medium size business customer group offers an
opportunity to achieve superior underwriting results through development and maintenance of strong agent and
customer relationships and application of the Group's underwriting, loss control, pricing and claims expertise.

The Group markets its Specialty Lines segment predominately to policyholders who have purchased commercial
automobile and general liability policies and have a need for additional coverage under umbrella policies to cover
costs which might exceed the underlying policies limits or are not covered under such policies. Specialty Lines
also includes the marketing of the fidelity and surety products to employers and other parties in need of
insurance against dishonest acts of bonded employees as well as the non-performance of parties under
contractual agreements.

The Group markets personal automobile insurance primarily to standard and preferred risk drivers. Standard
and preferred risk drivers are those who have met certain criteria, including a driving record which reflects a low
historical incidence of at-fault accidents and moving violations of traffic laws. The Group also markets the
homeowners insurance product to individuals to provide coverage for damage to their home andfor personal
property.

Competition

The property and casualty insurance industry is highly competitive. The Group competes on the basis of service,
price and coverage. According to A.M. Best, based on net insurance premiums written in 2005, the latest year
for which industry-wide comparison statistics are available:

* more than $437 billion of net premiums were written by property and casualty insurance companies in the
United States and no one company or company group had a market share greater than approximately
10.9%; and

¢ the Group ranked as the fiftieth largest property and casualty insurance group in the United States.




ltem 1. Continued
Regulation
State Regulation

The Corporation’s insurance subsidiaries are subject to regulation and supervision in the statas in which they are
domiciled and in which they are licensed to transact business. The Company, American Fire, Ohio Security and
OCNJ are all domiciled in Ohio. West American and Avomark are domiciled in Indiana. Collectively, the
Corporation's subsidiaries are licensed to transact business in 49 states and the District of Columbia, actively
writing in approximately 40 states. Although the federal government does not directly regulate the insurance
industry, federal initiatives can impact the industry.

The authority of state insurance departments extends to various matters, including:

+ the establishment of standards of solvency, which must be met and maintained by insurers;

+ the licensing of insurers and agents;

« the imposition of restrictions on investments;

« approval and regulation of premium rates and policy forms for property and casuailty insurance,
o the payment of dividends and distributions;

s the provisions which insurers must make for current losses and future liabilities; and

« the deposit of securities for the benefit of policyholiders.

State insurance departments also conduct periodic examinations of the financial and business affairs of
insurance companies and require the filing of annual and other reports relating to the financial condition of
insurance companies. Regulatory agencies require that premium rates not be excessive, inadequate or unfairly
discriminatory. In general, the Corporation's insurance subsidiaries must file all rates for personal and
commercial insurance with the insurance department of each state in which they operate.

State laws also regulate insurance holding company systems. Each insurance holding company in a holding
company system is required to register with the insurance supervisory agency of its state of domicile and furnish
information concerning the operations of companies within the holding company system that may materiaily
affect the operations, management or financial condition of the insurers. Pursuant to these laws, the respective
departments may examine the parent and the insurance subsidiaries at any time and require prior approval or
natice of various transactions including dividends or distributions to the parent from the subsidiary domiciled in
that state.

These state laws also require prior notice or regulatory agency approval of changes in control of an insurer or its
holding company and of other material transfers of assets within the holding company structure. Under
applicable provisions of Indiana and Ohio insurance statutes, the states in which the members of the Group are
domiciled, a person would not be permitted to acquire direct or indirect control of the Corporation or any of its
insurance subsidiaries, unless that person had obtained prior approval of the Indiana Insurance Commissioner
and the Ohio Superintendent of Insurance. For the purposes of Indiana and Ohio insurance laws, any person
acquiring more than 10% of the voting securities of a company Is presumed to have acquired "control” of that
company.

National Association of Insurance Commissioners (NAIC)

The Corporation's insurance subsidiaries are subject to the general statutory accounting practices and reporting
formats established by the NAIC. The NAIC also promulgates model insurance laws and regulations relating to
the financial condition and operations of insurance companies, including the Insurance Regulating Information
System.

NAIC model laws and rules are not usually applicable unless enacted into law or promulgated into regulation by
the individual states. The adoption of NAIC model laws and regulations is a key aspect of the NAIC Financial
Regulations Standards and Accreditation Program, which also sets forth minimum staffing and resource levels
for all state insurance departments. Ohio and Indiana are accredited.




Item 1. Continued

The NAIC has developed a “Risk-Based Capital” model for property and casualty insurers. The model is used to
establish standards, which relate insurance company statutory surplus to risks of operations and assist
regulators in determining solvency requirements. The standards are designed to assess capital adequacy and to
raise the level of protection that statutory surplus provides for policyholders. The Risk-Based Capital model
measures the following four major areas of risk to which property and casualty insurers are exposed:

o assef and liability risk;
» credit risk;

s underwriting risk; and
¢ off-balance sheet risk.

The Risk-Based Capital model law requires the calculation of a ratio of total adjusted capital to Authorized
Controi Level (ACL) risk-based capital. Based upon the unaudited 2006 statutory financial statements, all
insurance companies in the Group significantly exceeded 200% of the ACL, which represents the level below
which there could be regulatory intervention and corrective action.

Regulations on Dividends

The Corporation is dependent on dividend payments from its insurance subsidiaries in order to meet or fund
operating expenses, debt obligations, common stock repurchases and shareholder dividend payments.
Insurance regulatory authorities impose various restrictions and prior approval requirements on the payment of
dividends by insurance companies and holding companies. This regulation allows dividends to equal the greater
of (1) 10% of policyholders’ surplus or (2) 100% of the insurer's net income, each determined as of the preceding
year end, without prior approval of the insurance department.

Dividend payments to the Corporation from the Company are limited to approximately $206.0 million during 2007
without prior approval of the QOhio insurance department based on 100% of the Company's net income for the
year ending December 31, 2006. Additional restrictions limiting the amount of dividends paid by the Company to
the Corporation may result from the minimum risk-based capital requirements in the Corporation’s revolving
credit agreement as disclosed in Item 15, Note 15 - Debt, in the Notes to the Consolidated Financial Statements
on pages 87 and 88 of this Annual Report on Form 10-K.

Pooling Agreement

All of the Company's insurance subsidiaries, except OCNJ, have entered into an intercompany reinsurance
pocling agreement with the Company. As of January 1, 2005, the Company, the lead company of the pool,
assumes and retains 100% of the pool's underwriting experience. There are no retrocessions to the Company's
insurance subsidiaries.

Prior to January 1, 2005, under the terms of the previous intercompany reinsurance pooling agreement, all of the
participants’ outstanding underwriting liabilities as of January 1, 1984, and all subsequent insurance transactions
were pooled. The participating insurance subsidiaries shared in underwriting activity in 2004 based on the
following percentages:

Insurance Subsidiary Percentage of Losses
The Company _ 46.75%
West American 46.75
American Fire 5.00

Ohio Security 1.00
Avomark 0.50




Item1. Continued
Investments

The distribution of the Consolidated Corporation's invested assets is determined by a number of factors,
including:
» rates of return;

» investment risks;

¢ insurance law requirements;

» diversification;

s liquidity needs;

» tax planning,

s general market conditions; and

* husiness mix and liability payout patterns.

Periodically, the investment portfolios are reallocated subject to the parameters set by management, under the
direction of the Finance Committee of the Board of Directors. Management evaluates the investment portfolio on
a regular basis to determine the optimal investment strategy based upon the factors mentioned above.

Assets relating to property and casualty insurance operations are invested to maximize after-tax returns with
appropriate diversification of risk. As a result of improved underwriting profitability, the Consolidated Corporation
began to increase funds invested in tax-exempt securities which resulted in enhanced after-tax investment
income yields due to the tax-exempt status of the securities.

Equity and available-for-sale fixed income securities are marked to fair value on the consolidated balance
sheets. As a result, shareholders' equity fluctuates with changes in the value of these portfolios. The effect of
future market volatility is managed through investment diversification, credit and asset duration management and
by maintaining an appropriate ratio of equity securities to shareholders’ equity and statutory surpius.

See further detailed information and discussion on the results of operations and liquidity of the Consolidated
Corporation’s investment portfolio in the “investment Results” section on pages 41-45 and the “Investment
Portfolio® section on pages 60-62 of ltem 7, Management's Discussion and Analysis of Financial Condition and
Results of Operation, of this Annual Report on Form 10-K.

Liabilities for Unpaid Losses and Loss Adjustment Expenses

Liabilities for losses and loss adjustment expenses (LAE) are established for the estimated ultimate cost of
seftling claims for an insured event, both reported claims and incurred but not reported claims, based on
information known as of the evaluation date. The estimated liabilities include the direct cost of the loss under
terms of insurance policies, as well as legal fees and general expenses of administering the claims adjustment
process. Because of the inherent future uncertainlies in estimating ultimate costs of settling claims, actual
losses and LAE may deviate substantially from the amounts recorded in the Consolidated Corporation’s financial
statements. Furthermore, the timing, frequency and extent of adjustments to the estimated liabilities cannot be
accurately predicted since conditions, events and trends which led to historical loss and LAE development and
which serve as the basis for estimating ultimate claims cost may not occur in the future in exactly the same
manner, if at alt. As more information becomes available and claims are settled, the estimated liabilities are
adjusted upward or downward with the effect of increasing or decreasing net income at the time of the
adjustments. The effect of these adjustments may have a material adverse impact on the results of operations
of the Group.




Item 1. Continued

The following tables present an analysis of losses and LAE and related liabilities for the periods indicated. The
first table represents the impact of loss and LAE activity for current and prior accident year claims on calendar
year incurred and paid losses and LAE. The second table displays the development of losses and LAE liabilities
as of successive year-end evaluations for each of the past ten years.

Reconciliation of Liabilities for Losses and Loss Adjustment Expenses

(in miflions)
2006 2005 2004

Net liabilities, balance as of January 1 $2.262.2 $2,186.1 $2,131.3
Incurred related to:

Current year 945.7 9274 958.1

Prior years (52.2) {20.1) {21.8)
Total incurred 893.5 907.3 936.3
Paid related to:

Current year 339.8 3279 354.1

Prior years 489.3 503.3 527.4
Total paid 829.1 831.2 8815
Net liabilities, balance as of December 31 2,326.6 2,262.2 2,186.1
Reinsurance recoverable 5857 684.6 570.3
Gross liabilities, balance as of December 31 §2912.3 $2.946.8 $2,756.4

The accounting policies used to estimate liabilities for losses and LAE are considered critical accounting policies
and are further discussed in the "Reserves for Losses and LAE Adjustment Expenses’ sub-section in the
“Critical Accounting Policies” section of ltem 7, Management's Discussion and Analysis of Financial Condition
and Resuits of Operation, on pages 48-56 in this Annual Reporl on Form 10-K. In addition loss and LAE
liabilities are further discussed in Note 1J - Summary of Significant Accounting Policies and Note 8 - Losses and
Loss Reserves, in the Notes to the Consolidated Financial Statements on page 72 and pages 84 and 85 of this
Annual Report on Form 10-K.
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Item 1. Continued
Reinsurance

Reinsurance is a contract by which one insurer, called a reinsurer, agrees to cover, under certain defined
circumstances, a portion of the losses incurred by a primary insurer in the event a claim is made under a policy
issued by the primary insurer. The Group purchases reinsurance to protect against large or catastrophic losses.
Reinsurance contracts do not relieve the Group of their obligations to policyholders. The collectibility of
reinsurance depends on the solvency of the reinsurers at the time any claims are presented. The Group
monitors each reinsurer's financial heaith and claims settlement performance because reinsurance protection is
an important component of the Consolidated Corporation's financial plan. There are several programs that
provide reinsurance coverage and the programs in effect for 2006 are discussed in the “Reinsurance Programs’
section of Item 7, Management's Discussion and Analysis of Financial Condition and Results of Operation, on
page 59 and 60 of this Annual Report on Form 10-K. Additionally, reinsurance is further discussed in ltem 7,
“Critical Accounting Palicies” section on page 45 and 46 and Item 15, Note 1K - Summary of Significant
Accounting Policies on page 72 and Note 6 - Reinsurance, in the Notes to the Consolidated Financial
Statements on page 82 and 83 of this Annual Report on Form 10-K.

Seasonality

The Group’s insurance business experiences modest seasonality with regard to premiums written, which are
usually highest in January and July and lowest during the fourth quarter. Although written premium experiences
modest seasonality, premiums are earned ratably over the period of coverage. Losses and LAE incurred tend to
remain consistent throughout the year, unless a catastrophe occurs. Catastrophes can occur at any time during
the year from weather-related events that include, but are not limited to, hail, tornadoes, hurricanes and
windstorms.

Employees

At December 31, 2006, the Company had 2,114 employees of which approximately 1,300 were located in the
Fairfield and Hamilton, Ohio offices.

{d) Financial Information about Geographic Areas

The Group’s business is geographically concentrated in the Mid-Atlantic and Mid-West regions. The following
table shows consolidated direct premiums written for the Group's ten largest states for the last three years:

Ten Largest States
Direct Premiums Written
(% in millions)

Percent Percent Percent

2006 of Total 2005  of Total 2004 of Total
New Jersey $148.4 10.1 New Jersey $156.0 104 New Jersey $168.5 10.7
Pennsylvania 143.0 9.7 Pennsylvania 139.2 9.3 Pennsylvania 1396 8.8
Kentucky 1234 8.4 Kentucky 128.1 85 Ohio 135.7 8.6
Ohio 116.9 79 Ohio 127.8 8.5 Kenfucky 1315 8.3
North Carolina 73.0 5.0 North Carolina 748 5.0 llinois 75.6 48
Maryland 71.0 4.8 Maryland 738 49 North Caralina 75.5 4.8
Texas 67.7 46 llincis 68.8 46 Maryland 732 46
ltlinols 623 4.2 Texas 84.5 43 Texas 70.2 44
QOklahoma 53.6 36 Oklahoma 54.5 36 Indiana 56.6 36
Washington 46.8 32 Indiana 48.3 32 New York 549 35
$9061 615 $9358 623 §9813 21

New Jersey remains the Group's largest state, with 10.1% of the total direct premiums written during 2008, even
after the Group ceased writing in the New Jersey private passenger auto and personal umbrella markets in early
2002. The Group continues to underwrite other product lines in the New Jersey market. No other state exceeds
10.0% of the Group's consolidated direct premiums written.
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Item 1. Continued
(e) Available Information

The Corporation's internet website is www.ocas.com. The Corporation provides a hyperlink to the website of the
Securities and Exchange Commission (SEC), www.sec.gov, where the Corporation's Annual Report on Form 10-
K, Quarterly Reports on Form 10-Q, Current Reports on Form 8-K, and all amendments to these reports (SEC
Reports) are available as soon as reasonably practicable after the Corporation has electronically filed or
furnished them to the SEC. The information contained on the Corporation's website is not incorporated by
reference into this Annual Report on Form 10-K and should not be considered part of this report except as stated
in Part lll, Item 10. '

item tA. Risk Factors
Risks Relating to the Property and Casualty insurance industry -

+ Insurance companies are subject to extensive governmental regulation, including minimum capital
and surplus requirements, that could result in increased costs or decreased premium If companies
fail to meet these regulations

Our insurance subsidiaries are subject to extensive regulation and supervision in the jurisdictions in which they

do business. Regulation is generally designed to protect the interests of policyholders, shareholders and non-

policyholder creditors. Examples of governmental regulation that have adversely affected the operations of our
insurance subsidiaries include:
« the adoption in several states of legislation and other regqulatory action intended to reduce the
premiums paid for automobile insurance by residents of those states; and

« requirements that insurance companies pay assessments to support associations that fund state-
sponsored insurance operations, or involuntarily issue policies for high-risk automobile drivers.

Regulations that could adversely affect our insurance subsidiaries also include statutory surplus and risk-based
capital requirements. Maintaining appropriate levels of statutory surplus, as measured by statutory accounting
practices and procedures, is considered important by state insurance regulatory authorities and the private
agencies that rate insurers’ claims-paying abilities and financial strength. The failure of an insurance subsidiary
to maintain levels of statutory surplus that are sufficient for the amount of insurance written by it could result in
increased regulatory scrutiny, action by state regulatory authorities and/or a downgrade by rating agencies.

Similarly, the NAIC has adopted a system of assessing minimum capital adequacy that is applicable to our
insurance subsidiaries. This system, known as risk-based capital, is used to identify companies that may merit
further regulatory action by analyzing the adequacy of the insurer's surplus in relation to statutory requirements.

Because state legislatures remain concerned about the availability and affordability of properly and casualty
insurance and the protection of policyholders, the Group expects that they will continue to face efforts to regulate
their operations. Any one of these efforts could adversely affect the operating results and financial condition of
the Group and we may incur significant costs to comply with these regulations.

in addition, regulatory authorities have broad discretion to deny or revoke licenses for various reasons, including
the violation of regulations. In seme instances, where there is uncertainty as to applicability, the Group follows
practices based on their interpretations of regulations or practices that they believe generally to be followed by
the industry. These practices may turn out to be different from the interpretations of regulatory authorities. If the
Group does not have the requisite licenses and approvals or do not comply with applicable regulatory
requirements, insurance regulatory authorities could preclude or temporarily suspend them from carrying on
some or all of their activities or otherwise penalize them. This could adversely affect the Group's ability to
operate their businesses and may result in decreased premium. Further, changes in the level of regulation of the
insurance industry or changes in laws or regulations themselves or interpretations by regulatory authorities could
adversely affect the Group's ability to operate its' business.
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Item 1A. Continued

+ Insurance companies are subject to the unpredictabillity of court decisions and regulatory
investigations which may lead to fines, settlements, or new regulations and could negatively affect
business operations

The financial position of our insurance subsidiaries also may be affected by court decisions that expand
insurance coverage beyond the intention of the insurer at the time it originally issued an insurance policy. As a
result, the full extent of liability under the policy may not be known for many years after a contract is issued. The
United States Senate, the Department of Labor, the NAIC, as well as the attorneys general and insurance
regulatory officials of various states have and in certain instances are currently investigating the character and
extent of certain market practices within the property and casualty insurance industry. These practices include,
but may not be limited to, the payment of contingent commissions by insurance companies to insurance brokers
and agents and the extent to which compensation to producers has been disclosed to insureds, the solicitation
and provision of fictitious or inflated quotes, the illegal tying of insurance contracts to reinsurance placements
and the use of improper inducements to employers. In addition to these government investigations, class action
tawsuits relating 1o these market practices and specific types of illegal activity have been filed against various
members of the insurance industry.

+ External factors in the property and casualty insurance industry may negatively affect our business
External factors beyond our control impacting the property and casualty insurance industry in general could
cause our results of operations to suffer. Our industry is exposed to the risks of severe weather conditions, such
as rainstorms, snowstorms, hail and ice storms, hurricanes, tornadoes, earthquakes, explosions, terrorist attacks
and riots. The insurance business is also affected by cost trends that impact profitability. Factors which
negatively affect cost trends include inflation {including increasing medical costs) and increased litigation of
claims.

¢ New claim coverages and business issues in the property and casualty insurance industry may
negatively impact our income

As insurance industry practices and regulatory, judicial, and consumer conditions change, unexpected and

unintended issues related to claims and coverage may emerge. The issues can have a negative effect on our

business by either extending coverage beyond our underwriting intent or by increasing the size of claims.

Recent examples of emerging claims and coverage issues include:

« the use of an applicant's credit rating as a factor in making risk selection and pricing decisions;
» recent court decisions in certain Gulf Coastal states interpretating flood damage to be included in
homeowner's policies; and
- a growing trend of plaintiffs targeting automobile insurers in purported class action litigation
relating to claims-handling practices.
The effects of these and other unforeseen emerging claim and coverage issues could negatively impact our
revenues or our methods of doing business.

e The property and casualty insurance business is highly cyclical and intensely competitive

The Group has experienced, and expects to experience in the future, prolonged periods of intense competition
during which they are unable to increase prices sufficiently to cover costs. The inability of the Group to compete
successfully in the insurance lines in which they participate could adversely affect the Group's operating results
and financial condition.

The Group competes with domestic and foreign insurers, many of which have greater financial resources than
the Group. Competition involves many factors, including:
« the perceived overall financial strength of the insurer;

« levels of customer service to agents and policyholders, including the speed with which the
insurer issues policies and pays claims;

»  differing commission levels to agents depending upon coverage avaitability and premium levels;
+ terms, conditions and prices of products; and

+ experience in the insurance business.
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Item 1A. Continued

A number of new, proposed or potential legislative or industry developments could further increase competition
in the property and casualty insurance industry. These developments include:
= the enactment of the Gramm-Leach-Bliley Act of 1999, which could result in increased
compeiition from new entrants to the market, including banks and other financial service
companies;

+ the implementation of commercial lines deregulation in several states, which could increase
competition from standard carriers for excess and surplus fines of business;

« regulation of the use of credit scoring in the underwriting of insurance policies;

= programs in which state-sponsored entities provide property insurance in catastrophe prone
areas or other alternative market types of coverage; and

» changing practices caused by the Internet, which have led to greater competition in the
insurance business and, in some cases, greater expectations for customer service.

New competition as a result of these developments could cause the supply or demand for insurance to change,
which could adversely affect our results of operations and financial condition.

The personal automobile and homeowners’ insurance businesses are especially competitive and, except for
regulatory considerations, there are relatively few barriers to entry. We compete with both large national writers
and smaller regional companies. Some of our competitors have more capital and greater resources than we
have, and may offer a broader range of products and lower prices than we offer. Some of our competitors that
are direct writers, as opposed to agency writers as we are, may have certain competitive advantages, including
increased name recognition, direct relationships with policyholders rather than with independent agents and,
potentially, lower cost structures. All of these factors could potentially negatively impact our revenues.

« The threat of terrorism, continued military actions and political instability may adversely affect the
level of claim losses we incur

As a property and casualty insurer, we may have substantial exposure to losses resulting from acts of war, acts

of terrorism and political instability. These risks are inherently unpredictable, although recent events may lead to

increased frequency and severity. It is difficult to predict their occurrence with statistical certainty or to estimate

the amount of loss an cccurrence will generate.

In addition, on November 26, 2002, Congress enacted the Terrarism Risk Insurance Act of 2002, or TRIA, which
requires mandatory offers of terrorism coverage to all commercial policyholders, including workers'
compensation and surety policyholders, On December 22, 2005, the Terrorism Risk Insurance Extension Act of
2005 was signed into law, which reauthorizes the TRIA program for two years, while expanding the private sector
role and reducing the federal share of compensation for insured losses under the program. The 2005 extension
excludes coverage on the following lines of business: commercial automobile, burglary and theft, surety,
professional liability {other than directors and officers liability) and farm owners multipte perits. TRIA provides that
in the event of a terrorist attack on behalf of a foreign interest resulting in insurance industry losses of $50 million
or greater occurring after March 31, 2006 and $100 million or greater occurring after January 1, 2007, the U.S.
government will provide funding to the insurance industry on an annual aggregate basis of 90% of covered
losses up to $100 billion. Each insurance company is subject to a deductible, which is a percentage of that
company’s direct earned premiums for the prior year, and this percentage increases in each year covered by the
TRIA. The TRIA is currently scheduled to expire on December 31, 2007. [n 2006, 2005 and 2004, our
deductible totaled $137.0 million, $161.3 million and $104.5 millien. Under TRIA, our deductible is calculated as
a percentage of our direct earned premium for covered lines of business.

We believe that we have reduced our exposure to terrorism risk by focusing our commercia! lines business on
smali-to-medium-sized businesses and monitoring the aggregate exposure in large urban areas with highly
visible targets. We also believe thal we have secured enough reinsurance coverage to cover potential claims.

Nevertheless, because of the unavailahility of, or fimitations on, reinsurance for these risks, we will continue {o be
exposed to commercial losses that arise from terrorism. Moreover, any future attacks could have a significant
adverse affect on general economic, market and political conditions, potentially increasing other risks in our
business. We cannot assess the effects of future terrorist attacks and any ensuing responsive actions on our
business at this time, but they could be material.
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Item 1A. Continued
Risk Relating to the Consolidated Corparation

s Our success depends upon our ability to underwrite risks accurately and to charge adequate rates to
policyhoiders and to settle claims expeditiously and fairly

Our operating performance and financial condition depend on our ability to underwrite and set rates accurately

for a full spectrum of risks. Rate adequacy is necessary to generate sufficient premiums to offset losses, LAE

and underwriting expenses and to earn a profit. If we fail to assess accurately the risks that we assume, we may

fail to establish adequate premium rates, which could reduce income and have a material adverse effect on our

operating results or financial condition.

In order to price accurately, we must collect and properly analyze a substantial volume of data; develop, test and

apply appropriate rating formulae; closely monitor and timely recognize changes in trends; and project both

severity and frequency of losses with reasonable accuracy. Our ability to undertake these efforts successfully,

and as a result, to price accurately, is subject to a number of risks and uncertainties, inciuding, without fimitation:
« availability of sufficient reliable data;

* incorrect or incomplete analysis of available data;

+ uncertainties inherent in estimates and assumptions, generally;

+ selection and application of appropriate rating formulae or other pricing methodologies;
+  our ability to innovate in the future as new or improved pricing strategies emerge;

* unanticipated court decisions, legislation or regulatory action;

* ongoing changes in our claim settlement practices, which can influence the amounts paid on
claims;

+ changes in consumer and claimant behavior, which could adversely affect both frequency
and severity of claims;

+ changing auto driving patterns, which could adversely affect both frequency and severity of
claims;

* unexpected inflation in the medical sector of the economy, resuiting in increased workers'
compensation, bodily injury and personal injury protection claim severity; and

* unanticipated inflation in auto repair costs, auto parts prices and used car prices, adversely
affecting auto physical damage claim severity.

Such risks may result in our pricing being based on inadequate or inaccurate data or inappropriate analyses,
assumptions or methodologies, and may cause us lo incorrectly estimate future changes in the frequency or
severity of claims. As a result, we could under price risks, which would negatively affect our margins, or we could
overprice risks, which could reduce our volume and competitiveness. In either event, our operating results and
financial condition could be materially adversely affected.

s We may face significant losses from catastrophes and severe weather events

The Group has experienced, and is expected in the future to experience, catastrophe losses. it is possible that a
catastrophic event or a series of catastrophic events could have a material adverse effect on the operating
resuits and financial condition of the Group.

Various natural and man-made events can cause catastrophes, including, but not limited to, hurricanes,
windstorms, earthquakes, hail, terrorism, explosions, severe winter weather and fires. The frequency and
severity of these catastrophes are inherently unpredictable. The extent of losses from a catastrophe is a function
of both the total amount of insured exposures in the area affected by the event and the severity of the event.
Although catastrophes can cause losses in a variety of property and casualty lines, most of the catastrophe-
related claims of the Group are related to homeowners’ and commercial property coverages.
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Our insurance subsidiaries seek to reduce their exposure to catastrophe losses through their underwriting
strategies and the purchase of catastrophe reinsurance. Nevertheless, reinsurance may prove inadequate if:
«  major catastrophic losses exceed our reinsurance limit; or

+ the Group incurs a high frequency of smaller catastrophic loss events which,
individually, fail below our retention level; or

+  areinsurer incurs claims with multiple insurers that may negatively impact surplus and their
ability to pay.

Claims resulting from natural or man-made catastrophic events could cause substantial volatility in our financial
results for any fiscal quarter or year and could materially reduce our profitability or harm our financial condition.
Our ability to write new business also could be affected. We believe that increases in the value and geographic
concentration of insured property and the effects of inflation could increase the severity of claims from
catastrophic events in the future. In addition, from time to time, legislation is passed that has the effect of limiting
the ability of insurers to manage catastrophe risk, such as legislation prohibiting insurers from adopting terrorism
exclusions or withdrawing from catastrophe-prone areas. Governmental regulation of this type is discussed
above under the risk factors “Risk Factors—Risks Relating to the Property and Casualty Insurance industry—
Insurance companies are subject to extensive governmental regulation and the unpredictability of court
decisions” and “Risk Factors—Risks Relating to the Consolidated Corporation—War, Terrorism and Political
Instability.”

» Actual costs incurred on claims may exceed current reserves established for claims

The Group is required to maintain loss reserves to provide for its estimated ultimate liability for losses and LAE
with respect to reported and unreported insurance claims incurred as of the end of each accounting period. If
these loss reserves prove inadequate, then the Group's operating results and financial condition will be
adversely affected.

Reserves do not represent an exact calculation of liability. Instead, reserves represent estimates, generaily
involving actuarial projections at a given time, of what the Group expects the ultimate settlement and adjustment
of claims will cost, net of salvage and subrogation. Estimates are based on assessments of known facts and
circumstances, estimates of future trends in claims severity and frequency, changing judicial theories of liability
and other factors. These variables are affected by both internal and external events, including changes in claims
handling procedures, economic inflation, unpredictability of court decisions, plaintiffs’ expanded theories of
liability, risks inherent in major litigation and legislative changes. Many of these items are not directly quantifiable,
particularly on a prospective basis. Additionally, significant reporting lags may exist between the occurrence of an
insured event and the time it is actually reported. The Group adjusts the reserve estimates regularly as
experience develops and further claims are reported and seitled.

Because the establishment of reserves is an inherently uncertain process involving estimates of future losses,
previously established reserves may prove inadequate in light of actual experience. There are several types of
insurance coverage provided by our insurance subsidiaries where the establishment of loss reserves is
particularly difficult:
» umbrella and excess liability losses, which are particularly affected by significant delays in the
reporting of claims, relatively large amounts of insurance coverage, unpredictability of court
decisions and plaintiffs’ expanded theories of liability;

« asbestos and environmental losses, which are particularly affected by significant delays in the
reporting of claims, unpredictability of court decisions, plaintiffs’ expanded theories of liability,
risks of major litigation and legislative developments; and

« workers' compensation losses, which are particularly affected by the relatively long period of time
to finalize claims and the rising cost of medical benefits on claims providing lifetime coverages.

The Group reflects adjustments to their reserves in the results of operations of the periods in which their
estimates are changed. In 2008, 2005 and 2004, the Group reduced reserves by $52.2 million, $20.1 million and
$21.8 miltion for favorable development on prior accident years’ loss and LAE reserves on a GAAP basis, or
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$52.2 million, $21.5 million and $21.7 millien on a statutory basis, respectively. For additional discussion on the
risk factors inherent in the loss and LAE reserves see ltem 7, Management's Discussion and Analysis of
Financial Condition and Results of Operations — Critical Accounting Policies section on pages 48-56 of this
Annual Report on Form 10-K.

e« Reinsurance subjects us to the credit risk of reinsurers and may be inadequate to protect us against
losses arising from ceded insurance. Further, reinsurance may not be available at prices we deem
reasonable which may limit our ability to write business

Reinsurance is a contract by which one insurer, called a reinsurer, agrees to cover a portion of the losses

incurred by a second insurer in the event a claim is made under a policy issued by the second insurer. The

Group obtains reinsurance to help manage its exposure to property and casualty risks. Additionally, GAl has

agreed to maintain reinsurance on the commercial lines business that we acquired from GAIl in 1998 for loss

dates prior to December 1, 1998.

Alithough a reinsurer is liable to the Group according to the terms of the reinsurance policy, the Group remains
primarity liable as the direct insurer on all risks reinsured. As a result, reinsurance does not eliminate the
obligation of the Group to pay all ¢laims, and each insurance subsidiary is subject to the risk that one or more of
its reinsurers will be unable or unwilling to honor its obligations.

The Group, except for OCNJ, pool their underwriting results, including reinsurance, which means that their
insurance operations are aggregated and then reallocated among the participating insurers pursuant to the
allocation percentages outlined in the pooling agreement. Accordingly, if the reinsurance obtained by cne of our
insurance subsidiaries, or the reinsurance obtained by GAl related to the acquired commercial lines business,
proves uncollectible or inadequate, then the operating results and financial condition of the Group will be
adversely affected. The reinsurance obtained by GAI relating to the acquired commercial lines business is
guaranteed by GAl in the event that the reinsurers are unable to pay.

The Group cannot guarantee that its reinsurers will pay in a timely fashion, if at all. Reinsurers may become
financially unsound by the time that they are called upon to pay amounts due, which may not occur for many
years.

Additionally, the availability and cost of reinsurance are subject to prevailing market conditions beyond our
control. For example, the terrorist attacks of September 11, 2001 and the hurricanes of 2005 had a significant
impact on the reinsurance market. Some of the reinsurance contracts of the Group include coverage for acts of
terrorism. Instead of being unlimiied as in the past, terrorism coverage in contracts entered into since 2004 have
been modified fo exclude or limit coverage.

If the Group is unable to cbtain adequate reinsurance at commercially reasgnable rates, then the Group would
have to either bear an increased risk in net exposures or reduce the level of its underwriting commitments. Either
of these potential developments could have a material adverse effect upon the business volume and profitability
of the Group. For further information on the Consolidated Corporation's reinsurance programs see Iltem 7,
Management's Discussion and Analysis of Financial Condition and Resuits of Operaticns on pages 59 and 60 of
this Annual Report on Form 10-K.

¢ If the Group is unable to maintain its relationship with its key agencies or is unable to attract
additional agencies, our business and results of operations could be adversely impacted

Uniike some of our competitors, we do not distribute our products through agents who sell products exclusively
for one insurance company nor do we sell directly to consumers. We distribute our products primarity through a
network of independent agents. These agents may sell our competitors’ products and may stop selling our
products altogether. Strong competition exists among insurers for agents with demonstrated ability. While we
believe that the independent agent distribution system offers service and underwriting advantages, using this
system requires us to compete with other insurers for agents, which we do primarily on the basis of our support
services, compensation, product features and financial position. In addition, we face continued competition from
our competitors’ products within our own distribution channel. Although we have undertaken severat initiatives to
strengthen our relationships with our independent agents and to make it easier and more attractive for them to
sell our products, we cannot provide assurance that these initiatives will be successful.
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The Group also competes with other companies that use exclusive agents or salaried employees to sell their
insurance products. Because these companies generally pay lower commissions or do not pay any
commissions, they may be able to obtain business at a lower cost than the Group, which sells its products
primarily through independent agents and brokers who typically represent more than one insurance company.

The Group is represented by approximately 3,350 independent insurance agencies with approximately 5,700
agency locations, each containing at least one licensed agent of the Group. These agencies also represent other
unaffiliated companies which may compete with the Group. Our future success will depend, in large part, upon
the efforts of our independent agents. Certain agencies that meet established profitability and production targets
are eligible for “key producer” status. At December 31, 2006 and 2005, these agencies represented 16.4% and
14.4%, respectively, of the Group's total Agency Force (as previously defined) and wrote 48.5% and 42.5%,
respectively, of its book of business. The policies placed by key agents have consistently produced a lower loss
ratio for the Group than palicies placed by other agents. In addition, as we expand our business, we may need to
expand our network of agencies to successfully market our products. We will need to recruit and retain additional
independent agents, but we may not be able to do so.

If the Group was unable to maintain its relationships with its key agencies or if certain key agencies no longer
marketed and sold its products and if the agencies were unsuccessful in recruiting and retaining additiona
agents, our book of business would likely decline and our results of operations would be adversely affected.

s Our insurance subsidiaries are subject to minimum capital and surplus requirements that could
result in a regulatory action if we fail to meet these requirements

Our insurance subsidiaries are subject to minimum capital and surplus requirements imposed under the laws of
Ohio and Indiana. Any failure by one of our insurance subsidiaries to meet the minimum capital and surplus
requirements imposed by applicable state law will subject it to corrective action, including requiring the adoption
of a comprehensive financial plan, examination and the issuance of a corrective order by the applicable state
insurance department, revocation of its license to sell insurance products or placing of the subsidiary under state
regulatory control. Any new minimum capital and surplus requirements adopted in the future may require us to
increase our capital and surplus levels, which we may be unable to do. As of December 31, 2006 and December
31, 2005, each of our insurance subsidiaries had capital and surplus in excess of the currently required amounts.

« Our geographic concentration ties our performance to the economic and regulatory conditions and
weather-related events in the Mid-Atlaniic and Mid-Western states

Our property and casualty insurance business is concentrated geographically. Approximately 54.0% of our net
premiums written are for insurance policies written in the Mid-Atlantic and Mid-Western regions. We are
concentrated in several Mid-Atlantic states, including New Jersey, Maryland, North Carolina and Pennsylvania
and several Mid-Western states, including Ohio, Kentucky, Illinois and Indiana. Consequently, unusually severe
storms or other natural or man-made disasters in the states in which we write insurance could adversely affect
our operations. Our revenues and profitability are also subject to prevailing economic and regulatory conditions
in those states in which we write insurance. Because our business is concentrated in a limited number of
markets, we may be exposed to risks of adverse developments that are greater than the risks of having business
in a greater number of markets.

« The ability of our subsidiaries to pay dividends may affect our liquidity and ability to meet our debt
and contractual obligations

The Corporation is a holding company and a legal entity separate and distinct from our insurance company
subsidiaries. As a holding company without significant operations of our own, our principal sources of funds are
dividends and other distributions from our insurance company subsidiaries. State insurance faws limit the ability
of our insurance subsidiaries to pay dividends and require our insurance subsidiaries to maintain specified levels
of statutory capital and surplus. in addition, for competitive reasons, our insurance subsidiaries need to maintain
financial strength ratings, which requires us to sustain capital levels in those subsidiaries. These restrictions
affect the ability of our insurance company subsidiaries to pay dividends and use their capital in other ways. Our
rights to participate in any distribution of assets of our insurance company subsidiaries are subject to prior claims
of policyholders and creditors (except to the extent that our rights, if any, as a creditor are recognized). Further, if
our insurance subsidiaries cannot achieve and maintain profitability in the future, then they will need to draw on
their surplus in order to pay dividends to enable us to meet our financial obligations. As surplus is reduced, the
insurance subsidiaries’ ability to pay additional dividends is also reduced.
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Insurance companies write insurance based, in part, upon a ratio of premiums to surplus. As the insurance
subsidiaries’ surplus is reduced by the payment of dividends, continuing losses or both, our insurance
subsidiaries’ ability to write insurance business could also be reduced. This could have a material adverse effect
upon the business volume and profitability of our insurance subsidiaries. Consequently, our ability to repay our
indebtedness, as well as our ability to pay expenses and cash dividends to our shareholders, may be limited. For
further information on the regulation of dividends, refer to ltem 1, page 8 of this Annual Report on Form 10-K.

« If our new technology for issuing and maintaining insurance policies does not work as intended or
does not satisfy the agent’s needs, it could damage our relationship with our agent network

Our agents want a cost effective, timely and simple system for issuing and maintaining insurance policies. In
2001, we introduced into operation the Policy Administration Rating and Issuance System (“P.A.R.I.S.s”") which
is an internal system used to create and maintain policies. PARILSM also provides the platform for a
proprietary infernet interface called P.AR.L.S. Express M and a platform for upload and download of information
called P.A.R.I.S. Connect™. Our agents utilize these interfaces to quote and issue both new business
transactions and endorsement processing. P.ARLSS is the cornerstone in our strategy of focusing on
superior agent service. The success of our strategic plan depends in part on our ability to provide our agents with
the technological advantages of P.AR.L.SSM. If P.A.R.LS.* does not continue to work as expected, or if it fails
to satisfy agents' needs, we may lose agents to insurers with preferred technologies. See item 7, Management’s
Discussion and Analysis of Financial Condition and Results of Operation for information on rollout dates.

» Qur business depends on the uninterrupted operation of our facilities, systems and business
functions, including our information technology and other business systems

Our business is highly dependent upon our employees’ ability to perform, in an efficient and uninterrupted
fashion, necessary business functions, such as information system support and maintaining disaster recovery
procedures, processing new and renewal policies, and processing and paying claims. Our inability to access one
or more of our systems, a power outage, or a failure of technology, telecommunications or other systems could
significantly impair our ability to perform such functions on a timely basis. If sustained or repeated, such a
business interruption and systems failure could result in a deterioration of our ability to write and process new
and renewal business, provide customer service, pay claims in a timely manner or perform other necessary
business functions. This could result in a materially adverse effect on our operating results and financial
condition.

» Although we have begun to pay cash dividends, we may not continue or be able to pay cash
dividends in the future

We reinstated a cash dividend to our shareholders during 2005 after four years of not paying a dividend.

However, future cash dividends will depend upon our results of operations, financial condition, cash

requirements and other factors, including the ability of our insurance subsidiaries to pay dividends to the

Corporation. There can also be no assurance that we will continue to pay dividends even if the necessary

financial conditions are met and if sufficient cash is available for distribution.

s A downgrade by a rating agency may adversely impact our ability to obtain financing and retain
agents

Debt and financia! strength ratings have become an increasingly important factor in establishing the competitive
position of insurance companies. Each rating agency reviews its ratings periodically. A downgrade in the financial
strength rating of our insurance subsidiaries by a recognized rating agency could result in a loss of business if
agents or policyholders move to other companies with higher financial strength ratings. This loss of business
could have a material adverse effect on the results of operations and financial condition of the insurance
subsidiaries and the ability of the insurance subsidiaries to pay dividends. Generally, credit ratings affect the cost
and availability of debt financing. Often, borrowers with investment grade credit ratings can borrow at lower rates
than those available to similarly situated companies with ratings that are below investment grade, and the
availability of certain debt products may be greater for borrowers with investment grade credit ratings. The
Corporation and the insurance subsidiaries are currently rated by A.M Best Company (A.M. Best), Fitch, Inc.
(Fitch), Moody's Investor Service {(Moody's) and Standard & Poor's (S&P).

A.M. Best's ratings for insurance companies currently range from “A++" (Superior) to “F" {In Liquidation}, and

include 10 separate rating categories. Within these categories, "A++" (Superior) and “A+" (Superior) are the
highest, followed by “A" (Excellent) and "A-" {Excellent). Publications of A.M. Best indicate that the "A” and "A-"
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ratings are assigned to those companies that, in A.M. Best's opinion, have demonstrated excellent overall
performance when compared to the standards established by A.M. Best and have demonstrated a strong ability
to meet their obligations to policyholders over a long period of time. In April 2006, A M. Best affirmed our rating
of “A-" and assigned a positive outlook on the rating.

Fiteh's ratings for insurance companies range from "AAA” to “D,” and include 12 different rating categories. Fitch
may apply either a plus (+) or a minus (-) sign in each generic rating classification from "AA" to “CCC."” The plus
(+) sign indicates that the obligation ranks in the higher end of its generic rating category; the minus (-) sign
indicates a ranking in the lower end of that generic rating category. Publications of Fitch indicate that "A" ratings
are assigned to those companies that have demonstrated strong financial security. In September 2006, Fitch
upgraded its financial strength rating from "A-" to *A” for the Group and upgraded its “BBB-" senior debt and long
term issuer ratings to "BBB". The rating outiook was revised to stable.

Moody's ratings for insurance companies range from “Aaa” to “C,” and include 9 different ratings categories.
Moody's applies numerical modifiers 1, 2, and 3 in each generic rating classification from “Aa" through “Caa.”
The maodifier 1 indicates that the obligation ranks in the higher end of its generic rating category; the modifier 2
indicates a mid-range ranking; and the modifier 3 indicates a ranking in the lower end of that generic rating
category. Publications of Moody's indicate that A" ratings are assigned to those companies that have
demonstrated good financial security. In June 2004, Moody's assigned a Baa3 rating to our 7.30% Senior Notes
due 2014. The financial strength rating and outiook were unaffected. In May 2008, Moody's affirmed the A3
financial strength rating of the Group and Baa3 rating on the senior debt and upgraded the outiook to positive.

S&P's ratings for insurance companies currently range from "AAA” (Extremely Strong) to “R" (Under Regulatory
Supervision), and include 10 different ratings categories. S&P may apply either a plus (+) or minus (-} sign in
each generic rating classification from “AA” to "“CCC.” The plus (+) sign indicates that the obligation ranks in the
higher end of its generic rating category; the minus (-} sign indicates a ranking in the lower end of that generic
rating category. Publications of S&P indicate that an insurer rated “BBB” or higher is regarded as having financial
security characteristics that outweigh any vulnerabilities, and is highly likely to have the ability to meet financial
commitments. In July 2008, the S&P ratings for the senior debt moved from “BB+” to “BBB-" and the financial
strength rating changed from “BBB+" to "A-* and S&P also revised its outiook from positive to stable.

The above ratings do not include OCNJ, which is unrated. We cannot guarantee that future downgrades, if any,
will not have a material adverse effect upon our business in the future.

s Fluctuations in the value of our investment portfolio could adversely affect our financial position and
results of operations

Our investment portfolio includes equity investments, both common and preferred, and fixed income
investments. The market value of our equity portfolio was approximately 10.9% (8.6% common, 2.3% preferred)
and 9.0% (7.9% common, 1.1% preferred) of total invested assets, excluding cash and cash equivalents, at
December 31, 2006 and 2005, respectively. The portfolio was diversified across 83 separate entities in all ten
major S&P industry sectors at December 31, 2006. As of December 31, 2006 and 2005, 19.0% and 24.2%,
respectively, of our equity portfolio was invested in five companies and the largest single position was 4.9% and
5.4%, respectively, of the equity portfolio. Our cost basis in some of our stock holdings is very low, creating a
significant unrealized gain in the portfolio, which coutd lead to a significant cash outflow for income taxes upon
disposition. Equity securities are marked to fair value on the balance sheet. As a result, shareholders’ equity and
statutory surplus fluctuate with changes in the value of the equity portfolio. The effects of future stock market
volatility are managed by maintaining an appropriate ratio of equilty securities to shareholders’ equity and
statutory surplus and an appropriate level of portfolio diversification.

QOur investment portfolio also includes investments in corporate and municipal bonds, mortgage and asset-
backed securities and other fixed income securities. The fair market value of these assets generally increases or
decreases in an inverse relationship with fluctuations in interest rates. The interest income realized from future
investments in fixed income securities will increase or decrease directly with fluctuations in interest rates. We
manage exposure to significant fluctuations in the market value of our fixed income portfolio from changes in
interest rates by managing the duration of our fixed income portfolio.
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At December 31, 2006 and 2005, approximately 15.3% and 17.0%, respectively, of our total investment portfolio
was invested in mortgage and asset-backed securities. These investments carry the risk that cash flows from the
underlying assets will be received faster or slower than originally anticipated. Faster repayment creates a risk
that we will have to reinvest the repaid funds at a lower interest rate than the original investment. Slower
repayments, which typically occur when interest rates rise, could decrease the value of the investment as the
receipt of anticipated cash flows is delayed. Additionally, within the mortgage and asset-backed security portfolio,
we maintain a small allocation to securitizations backed by sub-prime mortgages. Although the loans within
these pools have a higher probability of default in comparison to prime quality mortgages, this risk is mitigated by
higher levels of credit enhancement and/or financial guaranty insurance within these sub-prime securitizations
and also by our decision to invest in the most highly rated tranches of these securities.

At December 31, 2006 and 2005, approximately 2.1% and 1.9%, respectively, of our available-for-sale fixed
income portfolic was invested in below investment grade securities. The risk of default by borrowers which issue
below investment grade securities is significantly greater because these borrowers are often highly leveraged
and more sensitive to adverse economic conditions, including a recession or a sharp increase in interest rates.
Additionally, these securities are generally unsecured.

We have exposure to market risk, equity price risk, credit risk, reinvestment risk and liquidity risk. For additional
information on investment results and these risks, see ltem 7, Investment Results on pages 41-45, Investment
Portfolio on pages 60-62 and ltem 7A, Quantitative and Qualitative Disclosures about Market Risk sections of
the Management's Discussion and Analysis of Financial Condition and Results of Operation on pages 62 and 63
of this Annual Report on Form 10-K.

« We may require additional capital in the future, which may not be available or may only be available
on unfavorable terms

Our future capital requirements depend on many factors, including our ability to write new business successfully

and to establish premium rates and reserves at levels sufficient to cover losses. We may need to raise additional

funds through financings or curtail our growth and reduce our assets. Any equity or debt financing, if available at

all, may be on terms that are not favorable to us. If we cannot obtain adequate capital on favorable terms or at

all, our business, operating results and financial condition coutd be adversely affected.

¢ Our shareholder rights plan may have anti-takeover effects which will make an acquisition of the
Corporation by another company more difficult

We have adopied a shareholders' rights ptan. Under the shareholders’ rights plan, each outstanding common
share has associated with it one-half of one common share purchase right. The rights become exercisable only if
a person or group, without the prior approval of our directors, acquires 20% or more of our outstanding common
shares or commences or publicly announces that it intends to commence a tender or exchange offer which, if
completed, would result in a person or group owning 20% or more of our outstanding common shares. Under
certain circumstances after the rights become exercisable, each right would entitle the holder (other than the
20% shareholder) to purchase common shares of the Corporation having a value of twice the then exercise price
of the rights. We may redeem the rights. The rights are intended to discourage a significant share acquisition,
merger or tender offer involving our common shares which has not been approved in advance by our directors
by increasing the cost of effecting any such transaction and, accordingly, could have an adverse impact on a
takeover attempt that a shareholder might consider to be in its best interest.

« The ability to attract and retain talented employees, managers and executives is critical to our
success

Our ability to remain a competitive force in the marketplace depends, in part, on our ability to hire and train
talented new employees to handle work associated with the increase in new inquiries, applications, policies and
customers, to respond to the increase in claims that may also result and to build sustainable business
relationships with our agents. In addition, our ability to maintain appropriate staffing levels is affected by the rate
of turnover of existing, more experienced employees. Our failure to meet these employment goals could resuit in
our having to slow down growth in the business units or markets that are affected.

Our success also depends on our ability to attract and retain talented executives and other key managers. Our
loss of certain key officers and employees or our failure to attract talented new executives and managers could
have a material adverse effect on our business. We further believe that our success depends upon our ability to
maintain and improve our staffing models and employee culture that have been developed over the years. Our
ability to do so may be impaired as a result of litigation that may be brought against us, new legislation at the
state or federal level or other factors in the employment marketplace. In such events, the productivity of certain
of our employees could be adversely affected, which could lead to a decrease in our operating performance and
margins.

23




item 1A. Continued

= We are party to litigation, which, if decided adversely to us, could affect our business, resuits of
operations or financial condition

We are named as a defendant in various legal actions arising out of claims made in connection with our

insurance policies, other contracts we have entered into, employment related issues, and other matters including

those referenced in Part |, Item 3, LLegal Proceedings of this Annual Report on Form 10-K. Other legal and

regulatory proceedings are also currently pending that invoive us and specific aspects of the conduct of our

business.

Like other members of the property and casualty insurance industry, we are occasionally the target of a class
action proceeding or other type of litigation which may involve claims for substantial or indeterminable amounts.
These actions are based on a variety of issues such as insurance billing practices, premium calculations, and
claim settlement practices. These proceedings are defended vigorously. However, all litigation is unpredictable
and the ultimate outcome is uncertain.

» New or changes in existing accounting standards issued by the Financial Accounting Standards
Board (FASB), SEC or other standard-setting bodies may adversely affect our financial statements
and could entail significant expenditures. Additionally, changes in our estimates and assumptions
may adversely affect our financial statements.

Our financial statements are subject to the application of U.S. Generally Accepted Accounting Principles

(GAAP), which is periodically revised and/or expanded. Accordingly, we are required to adopt new or revised

accounting standards from time to time issued by recognized authoritative bodies, including the FASB. It is

possible that future changes we are required to adopt could change the current accounting treatment that we
apply to our consolidated financial statements and that such changes could have a material adverse effect on
our results of operation and financial condition. For a description of current Critical Accounting Policies, see that
section of Item 7, Management's Discussion and Analysis of Financial Condition and Results of Operation on
pages 45-55 of this Annual Report on Form 10-K. Additionally, for a summary of Significant Accounting Policies
of the Consolidated Corporation, see ltem 15, Note 1 of the Notes to Consolidated Financial Statements on
pages 71-73 of the Annual Report on Form 10-K. The Sarbanes-Oxley Act of 2002 that became law in July

2002, as well as new rules subsequently implemented by the SEC, and the NASDAQ, have required, and will

require, changes to some of our accounting and corporate governance practices, including the requirement that

we issue a report on our internal controls as required by Section 404 of the Sarbanes-Oxley Act. We expect
these new rules and regulations to continue to increase our accounting, legal and other costs, and to make some
activities more difficult, time consuming andfor costly. Initial compliance with Section 404 of the Sarbanes-Oxley

Act was required for the year ended December 31, 2004. In the event that we are unable to maintain compliance

with the Sarbanes-Oxiey Act and refated rules, it may have a material adverse effect on us.

The preparation of our financial statements require management to make estimates and assumptions that affect
the reported amounts of assets and liabilities and disclosure of contingent assets and liabilities at the date of our

financial statements, and the reported amount of revenues and expenses during the reporting period. Actual
results could differ from those estimates and adversely effect our financial position and results of operations.

Item 1B. Unresolved Staff Comments

None

Item 2. Properties

The Consolidated Corporation owns and leases office space in various parts of the country. The principal office
buildings consist of facilities owned in Fairfield and Hamilton, Ohio. These office buildings service all of the

Consoclidated Corporation's segments. The Fairfield, Ohio office building is subject to a mortgage with an
outstanding balance of $2.0 million as of December 31, 2006.
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Item 3. Legal Proceedings

A proceeding entiled Carol Murray v. the Corporation, the Company, Avomark, Ohig Security, West American,
American Fire and OCNJ was filed in the United States District Court for the District of Columbia on February 5,
2004. A motion to change vanue was granted on May 25, 2004 with the proceeding assigned fo the U.S. District
Court for the Southern District of Ohio, Eastern Division, Columbus, Ohio. The plaintiff, a former automobile
physical damage claim adjuster, originally sought to certify a nationwide collective action consisting of all current
and former salaried employees since February 5, 2001 who are/were employed to process claims by
policyholders and other persons for automobile property damage. The plaintiff also filed motions to expand the
definition to include claim specialists, representative trainees, and representatives performing claims adjusting
services. The complaint sought overtime compensation for the plaintiff and the class of persons plaintiff sought
to represent. The U.S. District Court dismissed the complaint against Avomark, Ohio Security, West American,
American Fire, and OCNJ on September 27, 2005. The U.S. District Court also granted the motion for summary
judgment of the Corporation and the Company on September 27, 2005. The proceeding was ordered closed
with judgment in favor of the defendants. An appeal to the U.S. Sixth Circuit Court of Appeals was voluntarily

dismissed on November 13, 2008 and the proceeding is closed.

A proceeding entitled Carol Lazarus v. the Group was brought against West Amaerican in the Court of Common
Pleas Cuyahoga County, Ohio on October 25, 1999. The Court ordered the case to proceed solely against West
American on July 10, 2003. The complaint alleges West American improperly charged for uninsured motorists
coverage following an October 1994 decision of the Supreme Court of Ohio in Martin v. Midwestern Insurance
Company. The Martin decision was overruled legislatively in September 1997. The Court on April 13, 2006
granted a motion for class certification requested by Carol Lazarus and denied West American's motion for
summary judgment. West American has appealed the decision granting class certification to the Court of
Appeals for the Eighth Appellate District, Cuyahoga County, Ohio.

A proceeding entitled Douglas and Cara Scott v. the Company, West American, American Fire, and Ohio
Security was filed in the District Court of Tulsa County, State of Oklahoma and served on January 3, 2005. The
proceeding challenges the use of a certain vendor in valuing total loss automobiles. Plaintiff alleges that use of
the database results in valuations to the defriment of the insureds. Plaintiff is seeking class status and alleges
breach of contract, fraud and bad faith. The lawsuit is in its early stages and will be vigorously defended.

A proceeding entitled Georgia Hensley, et al. v. Computer Science Corporation, et al. was brought against
several defendants, including the Company, American Fire, OCNJ, Ohio Security, and West American in the
Circuit Court of Milier County, Arkansas in May, 2005. The proceeding alleges the defendants improperly
reduced uninsured/underinsured motorist coverage payments to persons insured under private passenger
automobile insurance polices by consuiting a computer software program in determining the amount of damages
payable to the insured for bodily injury claims. Plaintiff is seeking class status.

By 2001, the Company, American Fire, West American, Ohio Security and OCNJ had sought refunds for
retalialory taxes paid to New Jersey in prior years on the basis that New Jersey's calculation of premium and
retaliatory taxes deprived the Company, American Fire, West American, Ohio Security and OCNJ of some or all
of the benefit of New Jersey's premium tax cap. After the refund requests were denied in a final determination
issued by the New Jersey Division of Taxation in July 2001, American Fire appealed to the New Jersey Tax
Court and in December 2003, the court affirmed the determination. American Fire appealed to the Superior
Court of New Jersey; in March 2005, the court reversed the Tax Court, and the Director of the Division of
Taxation was ordered to recalculate the retaliatory tax as proposed by American Fire. The New Jersey Division
of Taxation appealed the Superior Court decision to the New Jersey Supreme Court and the case was argued in
November 2005. In Octaber 2006, the Supreme Court affirmed the judgment of the Superior Court of New
Jersey on statutory grounds and instructed the Director of the Division of Taxation to recaiculate refunds due the
Company, American Fire, West American, Ohio Security and OCNJ. An estimated refund plus accrued interest
in the amount of $12.4 million ($9.2 million of premium taxes and $3.2 million of interest) has been recognized in
the Consolidated Financial Statements as of December 31, 2006.

The proceedings described above and various other legal and regulatory proceedings are currently pending that
involve the Consclidated Corporation and specific aspects of the conduct of its business. The outcome of these
proceedings is currently unpredictable. However, at this time, based on their present status, it is the opinion of
management that the ultimate liability, if any, in one or more of these proceedings in excess of amounts currently
reserved is not expected to have a material adverse effect on the financial condition, liquidity or results of
operation of the Consolidated Corporation.
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item 4. Submission of Matters to a Vote of Shareholders

There were no matters submitted during the fourth quarter of the Corporation's 2006 fiscal year to a vote of
Sharehoiders through the solicitation of proxies or otherwise.

PART I

tem 5. Market for Registrant’s Common Equity, Related Stockholder Matters and
Issuer Purchases of Equity Securities

The Corporation's common shares, par value $0.125 per share, are traded on the Nasdaq Stock Market under
the symbol OCAS. The following table shows the high and low sales prices for the Corporation's common
shares for each quarterly period within the Corporation’s last two most recent fiscal years:

High/Low Market Price Per Share

{(in dollars)
Quarter 1st 2nd 3rd 4th
2006 High 209 32.88 30.09 30.53
Low 28.05 27.79 2450 25.37
2005 High 24 .59 24.99 27.79 30.00
Low 22.49 2259 24.06 24.64

On February 22, 2007, the Corporation's common shares were held by 4,387 shareholders of record.

The Corporation's Board of Directors reinstated the Corporation's quarterly dividend in June 2005. The following
table shows the cash dividends paid by the Corporation to the holders of its common shares for the current and
prior fiscal years. The Corporation expects to continue its policy of paying regular cash dividends, although there
is no assurance as to future dividends because they depend upon future earnings, capital requirements and
financial conditions. For additional discussion regarding restrictions on the payment of dividends by the
Corporation, refer to ltem 7, Management's Discussion and Analysis of Financial Condition and Results of
Operation on 57 of this Annual Report on Form 10-K.

Quarterly Cash Dividends Per Share

Quarter 1st 2nd 3rd 4th
2006 $0.09 $0.09 $0.09 $0.09
2005 $ - $0.08 $0.06 $0.06

On February 20, 2007 the Corporation declared a $0.04 per share increase in the regular quarterly dividend to
$0.13 per share, payable March 12, 2007, to shareholders of record on March 1, 2007.

Information related to the Consoclidated Corporation's equity compensation plans is incorporated by reference
herein from those portions of the Corporation's Proxy Statement for the Annual Meeting of Shareholders of the
Corporation for 2007 under the heading "Equity Compensation Plans.”

During 2008, the Corporation completed the previously authorized share repurchase program which was
authorized by the Corporation's Board of Directors in 2005. Under this program, four million shares were
repurchased (2,483,895 in 2006 and 1,516,105 in 2005) at an average cost of $27.94. In September 2008, the
Board of Directors approved another share repurchase program with authorization to repurchase up to $100.0
million of the Corporation's common stock. The repurchases may be made in the open market or in privately
negotiated transactions from time to time and are funded from available working capital. Through December 31,
2008, the Corporation has repurchased 979,501 shares under the newly authorized share repurchase program
at an average cost of $28.57. The table below summarizes the status of this program during the fourth quarter
of the fiscal year ended December 31, 2006.
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ltem5. Continued
ISSUER PURCHASES OF EQUITY SECURITIES
(c) Total {d} Maximum
Number Number of
of Shares Dollars that
Purchased as May Yet Be
{a) Total Part of Publicly Used
Number of (b) Average Announced Under the
Shares Cost Paid Plans or Plans or
Period Purchased per Share Programs Programs
October 1-31, 2006 227,200 $27.19 227,200 $93,823,024
November 1-30, 2006 375,117 28.28 375,117 $83,215,349
December 1-31, 2006 377184 29.69 377,184 $72,016,996
Total 979,501 $28.57 979,501 $72,016,996

COMPARISON OF FIVE-YEAR CUMULATIVE TOTAL RETURN

The graph below sets forth a comparison of the five-year cumulative total shareholder return on the Company's
shares with the Dow Jones Equity Market Index and the Dow Jones Insurance index for Property and Casualty
Companies (1), during the period December 31, 2001 through December 31, 2006, assuming the investment of
$100 on December 31, 2001 and the reinvestment of dividends.

COMPARISON OF 5 YEAR CUMULATIVE TOTAL RETURN*
Among Ohlo Casuslty Corporation, The Dow Jones US Total Market Index
And The Dow Jones US Insurance-Property/Casualty Index

12/02 12/03 12/04 12/086

—+3—- Ohio Casualty Corporation
— A — Dow Jones US Total Market

- - O - - Dow Jones US Insurance-Property/Casualty

* $100 invested on 12/31/01 in stock or index-including reinvestment of dividends,
Fiscal year ending December 31.

DJ EQUITY MARKET INDEX
DJ INSURANCE P&C
OHIO CASUALTY CORP

12/06

2001 2002 2003 2004 2005 2006
$100.00 $77.92 $101.88 $114.12 $121.34 $140.23

100.00 93.03 115.60 127.36 146.27 167.14

100.00 80.69 108.16 144.61 177.68 189.39
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item 5.

(1)

Continued

The Dow Jones Insurance Index for Property and Casualty Companies is comprised of 36 companies that
are considered to be a peer group of property and casualty insurance companies within the United States.
The companies making up the 2006 Index are: ACE Lid., Alleghany Corporation, Allstate Corporation,
AMBAC Financial Group Inc., American Financial Group, Inc., Arch Capital Group Ltd., Arthur J. Gallagher
& Co., Aspen Insurance Holdings Ltd., Assured Guaranty Ltd., Brown & Brown Inc., Chubb Corporation,
Cincinnati Financial Corporation, Commerce Group Inc., Covanta Holding Corporation, Erie Indemnity Co.
Cl A, First American Corporation, Hanover Insurance Group Inc., HCC Insurance Holdings Inc., Hitb Rogal
& Hobbs Co., Horace Mann Educators Corporation, Loews Corporation, Markel Corporation, MBIA inc.,
Mercury General Corporation, Ohioc Casualty Corporation, Old Republic International Corporation,
Philadeiphia Consolidated Holding Company, PMI Group Inc., ProAssurance Corporation, Progressive
Corporation, Radian Group Inc., RLI Corporation, Safeco Corporation, Selective Insurance Group inc., St.
Paul Travelers Companies, Inc., Unitrin Inc., W. R. Berkley Corporation, White Mountains Insurance Group
Ltd. and XL Capital Ltd. Cl A, Zenith National Insurance Corporation.
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Item 6. Selected Financial Data

FIVE-YEAR SUMMARY OF OPERATIONS

(all amounts are in accordance with GAAP unless
otherwise noted; number of weighted average shares
and dollars in millions, except share and per shara data)

_ 2006 2005 2004 2003 2002
Consolidated Operations
Premiums and finance charges earned $ 14240 3 14536 $ 14466 $ 14244 § 14504
Investment income, less expenses 208.7 2014 201.2 208.7 2071
Investment gains realized, net 43.6 474 23.0 35.9 45.2
Total revenues 1,676.3 1,702.4 1,670.8 1,669.0 1,702.7
Total expenses 1,375.5 1,421.7 1,484.3 1,561.4 1,709.4
Income (loss) before cumuiative effect
of an accounting change 218.3 212.7 130.0 758 {0.9)
Cumulative effect of accounting change - - {1.6) - -
Net income {loss) $ 2183 § 2127 § 1284 § 758 % (0.9}
Income (loss) after taxes per average share outstanding - diluted™
Income (loss) before cumulative effect
of an accounting change $ 344 § 319 § 191 § 118 $ (0.01})
Cumulative effect of accounting change - - (0.02} - -
Net income (loss) § 344 § 319 180 § 198 §  (0.01)
Average shares outstanding - diluted* 63.4 67.2 71.5 70.2 60.5
Total assets $ 56986 $ 57631 ,5 57150 § 51689 $ 4,779.0
Total debt 199.6 200.4 3833 198.0 198.3
Shareholders’ equity 1,555.7 1,426.4 1,294.9 1,145.8 1,008.7
Book value per share 25.79 22.54 20.82 18.80 17.43
Dividends per share 0.36 0.18 - - -
Property and Casualty Operations
Net premiums written’ $ 1,4122 § 14494 § 14539 $ 14416 $ 1,4486
Net premiums eamed 1,424.0 1,453.6 1,446.6 1,424.4 1,450.4
Loss ratio’ 51.7% 51.7% 53.7% 59.8% 62.2%
Loss adjustment expense ratio® 11.90% 10.7% 11.0% 12.2% 15.7%
Underwriting expense ratio* 31.0% 31.8% 34.9% 35.3% 33.7%
Combined ratio® 93.7% 94.2% 99.6% 107 4% 111.6%
Property and casualty reserves
Losses $ 23905 $ 24350 $ 22696 $ 21637 $ 19788
Loss adjustment expenses 5219 511.8 486.8 4841 454.9
Unearned premiums 663.0 679.6 715.5 703.0 668.7
Statutory policyholders' surplus® $ 10827 § 10045 $ 9720 § 8676 §$ 725.7

'Net premiums written are premiums for all policies sold during a specific accounting period less premiums retumed,
?Loss ratio measures net losses incured as a percentage of net premiums ezmed.

*Loss adjustment expense ratio measures loss adjustment expanses as a percentage of net premiums earmed.
“Underwriling expense ratio measures underwrlling expenses as a percentage of net premiums earned.

*Combined ratio measures the percentage of premium dollars used to pay insurance losses, loss adjustment expenses and underwriting expensas.

'Stalulory policyholders' surplus is equal to an insurance company's admitted assets minus liabilities.
*Adjustad for effect of EITF Issue No. 04-8in 20085, 2004, 2003 and 2002, see Footnote 8, Earnings Per Shara,
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Item 7. Management's Discussion and Analysis of Financlal Condition and Results of Operation

The Corporation is the holding company of the Company, which is one of six property-casualty insurance
companies that make up the Group, collectively the Consolidated Corporation. All dollar amounts in this
Management’s Discussion and Analysis (MD&A) are in millions unless otherwise noted.

The following discussion of financial condition and resuits of operation highlights significant factors influencing
the results and financial position of the Consolidated Corporation. This discussion should be read in conjunction
with the consolidated financial statements and related notes, all of which are integral parts of the following
analysis of the results of operations and financial position.

Executive-Level Overview

The Consolidated Corporation earns revenus by providing businesses and consumers with compelitive
insurance products with high quality service and by earning income on invested assets. In 2006, the
Consolidated Corporation’s net income increased 2.6% to $218.3 from $212.7 in 2005 and 70.0% when
compared with 2004 net income of $128.4. During the year, the Corporation completed the share repurchase
program authorized by the Corporation’s Board of Directors in 2005. In September 2006, the Board of Directors
approved another share repurchase program with authorization to repurchase up to $100.0 of the Corporation's
common stock. Through December 31, 2006, the Corporation has repurchased 979,501 shares under the newly
authorized share repurchase program at an average cost of $28.57. For the full year 2006, the Corporation
repurchased a total of 3,463,396 shares under the combined repurchase programs or 5.5% of the total
outstanding shares at December 31, 2005. The Board of Directors also increased the quarterly dividend during
the year from $0.06 to $0.09 signifying our strong liquidity position.

From a profitability perspective, the 2006 All Lines GAAP combined ratio was 93.7% compared to 94.2% in 2005
and 89.6% in 2004. All three operating segments achieved combined ratios below 100% in 2006 despite an
overall decline in earned premium, higher catastrophe losses and loss cost trends increasing at a faster rate
than premium rates, all when compared with prior year. The Group has experienced favorable prior year reserve
development in each of the last three years. From a premium perspective, both gross and net premiums
declined from prior year as a result of rate reductions taken in late 2005 and early 2006 in the Personal Lines
segment and a decline in in-force policy counts in the Personal Lines segment and commercial umbrella product
line. Partially offsetting the impact of these items was an increase in new business premium production in
Commercial and Personal Lines. The Group has begun several initiatives to reverse the trend in the decline in
premiums including leveraging the advantage of our P.AR.L.S."™ technology, restructuring our marketing
approach, and investing in new product opportunities.

In November 2006, the Corporation announced its updated Corporate Strategic Plan for the 2007-2009
timeframe, “Building A Marketing Culture.” This growth plan includes three strategic initiatives to accelerate top
line growth which include product development, distribution management and agent-centric or value added
services. The Consolidated Corporation’s vision is to be the company that agencies trust with their best
business, that policyholders trust for their protection and that associates respect based on performance and
ethical conduct. The vision will be accomplished by collaborating strategically with growth-criented agencies by
offering differentiated products and comprehensive value-added services.

The key financial indicators management utilizes consist of GAAP combined ratios and component ratios on
both a calendar year and accident year basis, gross and net written premium growth, impact of prior year reserve
development, impact of catastrophes, renewal price increases and investment income growth.

RESULTS OF OPERATIONS

Net Income

The Consoclidated Corporation reported net income of $218.3, or $3.44 per share, for 2006, compared with
$212.7, or $3.19 per share, for the year 2005, and $128.4, or $1.89 per share, for the year 2004, which included
after-tax realized investment gains of $28.3, ($0.44 per share), $41.6, ($0.62 per share) and $14.9, ($0.20 per
share) for 2006, 2005 and 2004, respectively.
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item 7. Continued

December 31,

2006 2005 2004

Net income $218.3 $212.7 $128.4

After-tax net realized gains 28.3 41.6 149

Cumulative effect of accounting change - - (1.6)

Net income per share - diluted $3.44 $3.19 $1.89

After-tax net realized gains per share — diluted 0.44 0.62 0.20
Cumulative effect of accounting change

per share — diluted - - (0.02)

Weighted average shares outstanding — diluted 63,392,717 67,194 425 71,508,519

The Consolidated Corporation adopted the EITF Consensus 04-8, “The Effect of Contingently Convertible Debt
on Diluted Earnings per Share” in December 2004. See ltem 15, Note 9 - Earnings Per Share in the Notes to the
Consolidated Financial Statements on page 85 of this Annual Report on Form 10-K.

Financial results for 2006 continue to reflect our strong underwriting profitability with the combined ratio
improving 0.5 points from 2005. The loss and LAE ratios increased as a resull of increased catastrophe losses,
an increase in large losses and loss cost trends increasing at a rate faster than premium rate increases, partially
offset by favorable prior year reserve development in almost all product lines. The increase in these ratios was
more than offset by improvement in the underwriting expense ratio primarily the result of recognition of state
premium tax refunds related to prior years and lower incentive and contingent commissions accruais, partially
offset by an increased legal settlement provision. Investment income grew during the year resuiting from
positive operating cash flows, reduced investment related expenses, an improvement in reinvestment yields and
interest income related to the state premium tax refund.

The improved financial results for 2005 compared to 2004 were driven by improvements in both loss and LAE
ratios as a resuit of favorable claim frequency, adequate pricing, favorable prior year reserve development and
lower catastrophe losses. Catastrophe losses decreased $17.7 in 2005, even though the industry experienced
its worst ever year for natural catastrophes. Underwriting expenses decreased during the year as expense
savings resulting from the Cost Struclure Efficiency (CSE) initiative came to fruition. The increase in financial
results also can be attributed to a favorable Internal Revenue Service (IRS) settlement adjustment and an
accrual reversal for the exit of the New Jersey private passenger auto business. Offsetting some of the
favorable items mentioned above was a $9.0 loss on retirement of the convertible debt incurred in connection
with the calllredemption of the Convertible Notes. For additional information regarding these transactions, see
ltem 15, Note 3 — Income taxes on page 76, Note 7 — Other Contingencies and Commitments on pages 83 and
84 and Note 15 — Debt, in the Notes to the Consolidated Financial Statements on pages 87 and 88 of this Annual
Report on Form 10-K.

All Lines Discussion

Operating Results

Insurance industry regulators require the Group to report its financial condition and results of operations, among
other things, using statutory accounting principles. Management uses industry standard financial measures
determined on a statutory basis, as well as those determined on 2 GAAP basis to analyze the Group's property
and casualty operations. These insurance industry financial measures include loss and LAE ratios, underwriting
expense ratio, combined ratio, net premiums written and net premiums earmed. The combined ratio is a
commonly used gauge of underwriting performance measuring the percentage of premium dollars used to pay
insurance losses and related expenses. The combined ratio is the sum of the loss, LAE and underwriting
expense ratios. All references to combined ratio or its components in this MD&A are calculated on a GAAP
basis, unless otherwise indicated, and are calculated on a calendar year basis unless specified as calculated on
an accident year basis. Insurance industry financial measures are included in the next several sections of this
MD&A that discuss results of operations. A discussion of the differences between statutory accounting and
generally accepted accounting principles in the United States is included in ltem 15, Note 14 - Statutory
Accounting Information, in the Notes to Consolidated Financial Statements, on page 87 of this Annual Report on
Form 10-K. Statutory surplus, a financial measure that is required by insurance regulators and used to monitor
financial strength, is discussed in the “Statutory Surplus” section of the "Liquidity and Capital Resources” section
on pages 58 and 59 of this MD&A.
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item 7. Continued

Premium Revenue

Gross premiums written differs from net premiums written by the amount of premiums ceded to reinsurers.
Management analyzes premium revenues primarily by premiurns written in the current period, which is a better
indicator of current production levels. Net premiums written are recognized into revenue on a monthly pro rata
basis over the coverage term of the policy which is reflected in the consolidated income statements as earmned
premium.

The table below summarizes properly and casually insurance premiums on a gross and net basis for the year
ended December 31, 2006 compared with the same period of 2005 and 2004, respectively:

% Chg % Chg
December 31, 2006 2006
2008 2005 2004 vs. 2005 vs. 2004
Gross Premiums Written
Commercial Lines $ 8521 $ 841.0 $ 856.2 1.3% (1.8)%
Specialty Lines 194.9 210.8 251.5 (7.5)% (16.2)%
Personal Lines 443.2 478.2 496.7 (7.3)% (3.7Y%
All Lines $1.490.2 $1.530.0 $1,604.4 (2.6)% (4.6)%
% Chg % Chg
December 31, 2006 2005
2008 2005 2004 vs. 2005 vs. 2004
Net Premiums Written
Commercial Lines $ 8207 $ 8235 $ 828.2 0.8% (0.6)%
Specialty Lines 145.3 150.4 135.5 (3.4)% 11.0%
Personal Lines 437.2 475.5 490.2 (8.1)% (3.0)%
All Lines $1.412.2 $1.449.4 $1.453.9 (2.6)% (0.3)%

All Lines gross and net premiums written declined in 2006 when compared with the prior year due primarily to
lower in-force policy counts, rate reductions taken in late 2005 and 2006 in the Personal Lines segment, lower
Commercial Lines assumed premiums from mandatory workers’ compensation and commercial auto pools, as
well as other actions we are taking in the workers’ compensation product line, as discussed later in this MD&A.
This decline is partially offset by an increase in new business premium production for Commercial and Personal
Lines and improving retention ratios for these two segments as well as the commercial umbrella product line. All
Lines gross and net premiums written declined in 2005 over 2004 due primarily to Commercial and Personal
Lines and the commercial umbrella product line experiencing declines in new business premium production as a
result of an increase in price competition and declining retention ratios in the Personal Lines segment and
commercial umbrella product line, partially offset by slightly better retention rates in the Commercial Lines
segment. The decline in gross premiums written in 2005 over 2004 due to the reasons noted above was
partially offset on a net basis by lower ceded premiums resulting from higher retention limits, especially for the
commercial umbrella product line, in cur 2005 reinsurance program when compared with the 2004 program.
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tem 7. Continued

The table below summarizes supplemental information which is useful to understand the Company's premium
trends:

2006 2005 2004
New Business Gross Premiums Written
Commercial Lines $157.2 $143.8 $177.5
Commercial umbrella/other 28.9 34.8 50.3
Personal Lines 399 37.2 41.3
Average Renewal Price Increasel/{Decrease)’
Commercial Lines (0.3)% 1.3% 4.2%
Commercial umbrella/other 1.4% 3.7% B.0%
Policy Retention Ratio?
Commercial Lines 78.6% 76.1% 75.5%
Commercial umbrella/other 73.1% 68.5% 70.8%
Personal Lines 84.4% 83.1% 84.3%

Commercial Lines gross and net premiums written increased in 2006, a result of a 9.3% increase in new
business premium production and improved policy retention ratios. This increase was partially offset by lower
assumed premiums of $4.7 from mandatory workers' compensation and commercial auto pools, our decision to
reduce workers' compensation writings in certain New Jersey classes of business as well as our efforts to
improve the overall profitability of the workers’ compensation book of business. The average renewal price
decreased 0.3% in 2006, as the Commercial Lines segment experienced increased price competition.
Commercial Lines gross and net premiums written decreased in 2005 relative to 2004, a resutt of a 19% decline
in new business production partially offset by improved policy retention ratios and average renewal price
increases in the low single digits.

Specialty Lines gross and net premiums written decreased in 2006, a result of declines in the commercial
umbrella product line as both in-farce policies and new business premium production were lower than 2005. The
decline is primarily in the unsupported lead umbrella product line, resulting from our efforts to improve the overall
profitability of the commercial umbrella product line. This decline is partially offset by strong growth in our fidelity
and surety bond product line during 2006 as we continue to leverage our market knowledge and strong producer
base. Specialty lines gross premiums written declined in 2005 compared to 2004 resulting from significantly
lower new business premium production in the commercial umbrella product line, partially offset by growth in the
fidelity and surety product line. Net premium wriften for this segment increased in 2005 compared to 2004
resulting from a decline in ceded premiums primarily related to higher reinsurance retention limits and an
increased accrual in 2004 for ceded premium of $6.1 on a commercial umbrella product line reinsurance treaty
for years 1999 through 2001. Renewal pricing in the commercial umbrelta product line has continued to be
positive, however the rate of increase has slowed. Average renewal price increases for the commercial umbrella
product line were 1.4% in 2006, compared to 3.7% in 2005 and 8.0% in 2004.

Personal Lines gross and net premiums written declined during 2006 resulting primarily from the rate reductions
taken in a number of states in both the personal auto and homeowners product lines, which drove approximately
half of the decline in premiums, and lower in-force counts when compared to 2005. This decline is partially
offset by a 7.4% increase in new business premium production and slightly improved policy retention ratios when
compared to 2005. Both gross and net premiums written declined in 2005 when compared to 2004 due to a
decline in new business premium production and rate reductions taken in the latter half of 2005, as well as a
lower policy retention ratio.

"When used in this Annual Report on Form 10-K, renewal price increase / decrease means the average increase in premium for policies renewed by the Group. The
Group revised its methodology for calculating the average renewal price change for the Commercial Lines segement in 2006. Previously the Company calculated this
amount by comparing the total expiring premium for the policy with the total renewal premium for the same palicy, including endorsement and audit premium on those
policies subsequent to the renewal date. The revised methodology Is calculated by comparing the total expiring prerium for the policy with the total renewal premium for
the same poficy at the renewal date. Endorsements and audit premium subsequent to the renewal date are excluded from the calculation. The amounts presented in the
table above have been restated for all periods to present the percentage using the revised methodology. Renewal price increases indude, among other things, the
effects of rate increases and changes in the undertying insured exposures of the policy. Only policies issued by the Group in the previous policy term with the same policy
identification codes are included. Therefore, renewal price increases do not include changes in premiums for newly issued policies and business assumed through
reinsurance agreements. Renewal price increases aiso do not reflect the cost of any reinsurance purchased on the policies issued,

2when used in this Annual Report on Form 10-K, policy retention ratio is ca'culated by dividing policies in force as of Pecember 31 of the current year that were also in
force as of December 31 of the prior year by policies In force as of December 31 of the prior year.
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Item7. Continued
The foliowing table provides key financial measures for All Lines for each of the last three years:

December 31,

2006 2005 2004
All Lines
Loss ratio 51.7% 51.7% 53.7%
Loss adjustment expense ratio 11.0% 10.7% 11.0%
Underwriting expense ratio 31.0% 31.8% 34.9%
Combined ratio 93.7% 94.2% 99.6%

The 2006 All Lines combined ratio improved 0.5 points driven by a 0.8 point reduction in the underwriting
expense ratio partially offset by a 0.3 point increase in the loss and LAE ratio. The improvement in the
underwriting expense ratio is primarily the result of recognition of state premium tax refunds of $9.2 related to
prior years' and lower contingent commission and incentive compensation accruals during 2006, partially offset
by a $6.0 increased legal provision related to an Ohio uninsured motorists class action legal proceeding. For
additional information relating to the state premium tax refund see Item 15, Notes to the Consolidated Financial
Statements, Note 7 - Other Contingencies and Commitments on pages 83 and 84 of this Annual Report on Form
10-K. The toss and LAE ratios increased as a result of increased catastrophe losses, an increase in large losses
and loss cost trends increasing at a rate faster than premium rate increases, partially offset by increased
favorable prior year reserve development.

The 2005 Al Lines combined ratio improved 5.4 points resulting from continued improvement in all three
component ratios. The 2.3 point improvement in the loss and LAE ratios is the result of the Group’s continued
focus on disciplined underwriting quality, lower claim frequency, favorable prior year reserve development of
$20.1 and lower catastrophe losses. The favorable prior year reserve development reduced the loss and LAE
ratio by 1.4 points. The 3.1 point improvement in the underwriting expense ratio is primarily a result of the
Group's continued focus on expense management and the result of expense savings from the CSE initiative
announced in 2004, including over a 20% reduction in headcount from year-end 2003.

We monitor incurred losses by operating segment, product line, risk classification, geographic region and agency
addressing loss ratio issues or trends as part of our ongoing business operations. We also track current
accident year large losses {losses greater than $250 thousand, excluding catastrophe losses), to monitor
severity trends.

The following table provides a reconciliation of significant changes to the All Lines loss and LAE ratio for 2006,
2005 and 2004, respectively.

2006 2005
Vs Vs
2005 2004
2006 2005 2004 PtChg PtChg
Ratios as a % of premiums earned
Current accident year targe losses, as defined 5.2% 4.5% 4.3% 07 0.2
Catastrophe losses — calendar year basis 2.3% 1.8% 3.0% 0.5 (1.2)
Loss and LAE development from prior
accident years (3.7)% (1.4}% (1.5)% (2.3) 0.1
All other logses and LAE 58.9% 57.5% 58.9% 14 (1.4)
Total loss and LAE ratio 62.7% 62.4% 64.7% 0.3 (2.3)

Large loss activity can be volatile from year to year as indicated by the Group's experience over the last five
years. The increase in large loss activity in 2006 does not appear to be indicative of a new trend. The current
accident year large loss impact on the loss ratio in each of these years, evaluated at December 31 for each of
the respective years, is as follows:

2006 5.2%
2005 4.5%
2004 4.3%
2003 51%
2002 3.8%
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The loss and LAE ratio components of the accident year combined ratio measure losses and LAE arising from
insured events that occurred in the respective accident year. The current accident year excludes losses and
LAE for insured events that occurred in prior accident years. The table below summarizes the impact of
changes in provision for all prior accident year losses and LAE for each of the last three years:

2006 2005 2004
Net liabilities, beginning of period $2,946.8 $2.756.3 $2,627.9
(Decrease) in provision for prior
accident year claims $(52.2) $(20.1) $(21.8)
(Decrease) in provision for prior
accident year claims as % of premiums earned (3.7)% (1.4)% (1.5)%

During 2008, the Group reported $52.2 of favarable prior year reserve development, which represented 1.8% of
foss and LAE reserves at year-end 2005, with all three operating segments experiencing favorable development.
The net favorable development was concentrated in Commercial Lines {primarily in commercial auto and CMP
product lines, partially offset by adverse development in the workers’ compensation product line), Specialty Lines
(primarily the commercial umbrella product line) and Personal Lines (primarily the personal auto and
homeowners product lines).

During 2005, the $20.1 of favorable prior years reserve development, which represented 0.7% of loss and LAE
reserves at year-end 2004, was concentrated in the Specialty Lines (primarily the commercial umbrella product
line} and Personal Lines {primarily the personal auto product line) operating segments. This net favorable
development was partially offset by adverse development in the Commercial Lines operating segment due
almost entirely to the review of pension or permanent disability workers' compensation cases during the year.

In 2004, the impact of the prior years favorable reserve development was concentrated in the Commercial and
Specialty Lines operating segments. The Specialty Lines segment experienced significant favorable
development for prior years' losses and LAE, primarily due to a reduction in estimated future costs for claims
adjuster related expenses. The total provision reduction for prior years’ losses and LAE of $21.8 represents
0.8% of loss and LAE reserves as of year-end 2003.

Additional information relating to loss and LAE reserves is discussed in the "Reserves for Losses and Loss
Adjustment Expenses” sub-section in the "Critical Accounting Policies” section of item 7, on pages 48-56 of this
Annual Report on Form 10-K.

Catastrophe losses in 2006, 2005 and 2004 were $32.8, $25.8 and $43.5, respectively. The Group was
impacted by 32 separate catastrophes in 2008, compared with 23 catastrophes in 2005 and 22 in 2004. The
largest catastrophe, as measured in terms of incurred loss, in each year was $5.1, $11.2 and $8.0, respectively.
The Group uses the number assigned by Property Claims Services, a unit of the Insurance Services Office, to
define and track losses for specific catastrophes. Property Claims Services defines catastrophes as industry
events that cause $25.0 or more in direct insured losses to property. The effects of future catastrophes on the
Consotidated Corporation’s results cannot be accurately predicted. As such, severe weather patterns, acts of
war or terrorist activities could have a material adverse impact on the Consolidated Corporation’s resuits,
reinsurance pricing and availability of reinsurance.

Catastrophe losses, net of reinsurance and their impact on the combined ratio, for each of the last three years
were:

Catastrophe Losses 2006 2005 2004
Dollar Impact $32.8 $25.8 $43.5
Combined Ratio Impact 2.3% 1.8% 3.0%

The seven-year historical catastrophe impact on the loss ratio compared to 2006 actual impact for all lines of
business is as follows:

Loss Ratio Point Impact Q1 Q2 Q3 Q4 Annual
1999-2005 Historical Average 1.4% 4.1% 3.8% 0.7% 2.5%
2006 Actual 1.0 45 2.1 1.6% 2.3%
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The underwriting expense ratio, which measures underwriting expenses as a percentage of net premiums
earned, decreased by 0.8 points in 2006. The improvement in the underwriting expense ratio was primarily the
result of lower contingent commission and incentive accruals, reduced assessments primarily related to second
injury funds and state premium tax refunds related to prior years’. These improvements were partiaily offset by
an increase in a legal settiement provision. The Group continues to focus on expense management, including
implementation of additional process efficiencies that have continued to allow for reduced staffing levels. The
employee count declined slightly in 20086 to 2,114 compared with 2,125 and 2,190 as of December 31, 2005 and
2004, respectively.

The 2005 underwriting expense ratio was favorably impacted by the Group's focus on expense management,
including implementation of additional process efficiencies that have continued to allow for reduced staffing
levels and a $5.1 reduction in the surplus guarantee accrual related to the sale of the Group's New Jersey
private passenger auto business to Proformance insurance Company.

The 2004 underwriting expense ratio was favorably impacted by a reduction in employee related costs, a non-
recurring reduction in assessments, fees and premium taxes and by other operating efficiencies. These
improvements were partially offset by 1.1 points of expense related to the Proformance surplus guarantee.

The 2006, 2005 and 2004 underwriting expenses also included $3.9, $3.4 and $3.1 of software amortization
expense, respectively, related to the roltout of P.A.R.L.S.5™. On a GAAP accounting basis, the new application is
being amortized over a ten-year period. The amortization expense is expected to be offset in part by reduced
labor costs related to underwriting and policy processing.

in 2001, the Group infroduced into operation, P.A.R.1.S.*™ for Commercial Lines and substantially completed the
rollout in 2005. At the end of 2004, P.A.R.1.S* was deployed for the Specialty Lines commercial umbrella
excess capacity product line. During the third quarter of 2006, the Group began the rollout of P.A.R.1.5.*" for the
personal auto, personal umbrella and lead commercial umbrella product lines. The rollout of P.A.R.1.S.*" for the
homeowners product line will begin in the second quarter of 2007. The Personal Lines rollout for all of the
previously referenced product lines is anticipated to be completed by mid-year 2008. Further implementation for
other Specialty Lines products are expected during the balance of 2007 and 2008.

The P.A.R.I.S* system provides the policy administration environment used internally by the Group's
associates. An extension of P.A.R.1.S.*" called P.A.R.L.S. Express®™™ leverages the P.A.R.1.S.*" system to provide
underwriting, rating, inquiry and policy processing functionality to our agents. P.A.R.LS. Express™ is a
proprietary internet interface that uses the P.A.R.1.S.>" system to provide real-time functionality through a web
browser to our agents. In addition, the Group is simultaneously introducing P.A.R.1.S. Connect™ which allows
agents to transact with the Group directly from their agency management system without requiring re-entering of
customer or agency information,

For selected Commercial Lines agents, P.A.R.L.S. Express™ and P.A R.l.S. Connect™ inititially provided on-line
quoting capabifity. In February of 2005, P.AR.L.S. Express*™™ was extended to support issuance and
endorsement processing for selected pilot agents; nationwide rollout started in December 2005 and extended
through March 2006. Personal Lines currently offers on-line and real time quoting and issuance for new
business and endorsements through existing (non-P.A R.1.5.*") systems. These non-P.A.R.1.5.*" Personal Lines
systems will be replaced by P.A.R.[.5.*" as discussed above.

Agents want a cost effective, timely and simple system for issuing and maintaining insurance policies. P.A.R.L.S.
Express™ and P.A.R.1.S. Connect™ are the cornerstone in the Group's strategy of focusing on superior agent
service. The continued success of the Group's strategic plan depends in part on the ability to provide agents
with the technological advantages of these tools. If they do not work as expected, or fail to satisfy agents’ needs,
the Group may lose business to insurers with preferred technologies.

Segment Discussion

The Consolidated Corporation has three reportable segments: Commercial, Specialty and Personal Lines.
These reportable segments represent the Consolidated Corporation's operating segments. Within each
operating segment are distinct insurance product lines that generate revenues by selling a variety of commercial,
surety and personal insurance products. The Commercial Lines operating segment sells commercial multiple
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peril, commercial auto, general Hability and workers' compensation insurance as its primary products. The
Specialty Lines operating segment sells commercial umbrella, excess insurance and fidelity and surety
insurance as its primary products. The Personal Lines operating segment sells personal automobile and
homeowners insurance as its primary products. The Corporation alse has an all other segment, which derives
its revenue from investment income. For additional information relating to the Consolidated Corporation's
reportable segments see Item 15, Notes to the Consolidated Financial Statements, Note 12 - Segment
Infarmation on pages 86 and 87 of this Annual Report on Form 10-K.

The table below presents the calendar year and accident year combined ratios calculated on a statutory basis.
The loss and LAE ratio components of the accident year combined ratio measure losses and LAE arising from
insured events that occurred in the respective accident year. The current accident year excludes losses and
LAE for insured events that occurred in prior accident years.

Earned Premium and Statutory Combined Ratios
Combined Ratios

2006 Accident Accident Accident

{by operating segment, including Eamed Year Year Year
sealected major product lines) Premium 2006 2006(a 2005 2005{(a 2004 2004{a)
Commercial Lines $ 8279 98.7% 99.5% 102.3% 97.8% 99.3% 96.5%
Workers' compensation 137.3 127.0% 110.7% 1426% 111.0% 1154%  108.6%
Commercial auto 226.1 89.5% 99.9% 82.6% 93.6% 90.3% 90.5%
General liability 99.1 103.8% 1002% 111.8% 103.6%  105.0% 103.1%
CMP, fire & inland marine 365.4 92.1% 94.8% a7.6% 94.1% 97.5% 94.3%
Specialty Lines 147.4 78.2% 99.7% 89.9% 98.1% 97.2% 101.1%
Commercial umbrella/other 93.0 80.9% 112.0% 94.6% 107.8% 103.8% 104.2%
Fidelity & surety 54.4 70.4% 75.6% 81.7% 80.6% 78.9% 91.1%
Personal Lines 448.7 92.4% 95.3% 81.2% 86.7% a7.6% 93.9%

Personal auto incl. personal

umbrella 263.4 98.0% 101.7% 86.3% 83.0% 104.7% 101.0%
Personal property 185.3 84.6% 74.3% 73.8% 71.0% 86.8% 83.0%
Total All Lines $1,424.0 94.5% 98.2% 94.2% 94.1% 98.4% 96.0%

(a) Accident year 2006 as of December 31, 2006 measures insured events for tha twelve months of 2008, Accldent year 2005 as of December 31, 2006
measures insured events for the twelve months of 2005 with remaining related llabilitles estimated as of December 31, 2008. Accident year 2004 as of December
31, 2006 measures insured events for the twelve months of 2004 with remaining related liabilities estimated as of December 31, 2006. Accident periods may not
be comparable due to seasonality, ¢claim reporting and development patterns, claim settlement rates and other factors.

The following segment information is presented on a GAAP basis unless otherwise noted.

Commercial Lines Segment

2006 2005 2004
Commercial Lines Segment
Loss ratio 53.3% 55.6% 52.8%
Loss adjustment expense ratio 12.9% 13.0% 12.4%
Underwriting expense ratio 31.8% 33.3% 35.4%
0, \+)

Combined ratio 98.0% 101.9% 100.6%

The 2006 Commercial Lines combined ratio improved when compared to 2005 as a result of a significant decline
in catastrophe losses and an increase in favorable prior year reserve development as well as improvement in the
underwriting expense ratio. The favorable reserve development was concentrated in the commercial auto and
commercial multiple peril (CMP) product lines, partially offset by continued adverse development in the workers’
compensation product line. These improvements were partially offset by increased current accident year large
loss activity, as presented in the table below, along with margin compression related to loss cost trends
exceeding premium rate increases. Loss cost trends are increasing in the mid single digit range with severity
increasing in the high single digit range offset by decreases in frequency in the low single digit range.
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The improvement in the 2006 underwriting expense ratic compared to 2005 is the result of lower contingent
commission and incentive accruals, reduced assessments primarily related to second injury funds as well as the
recognition of $5.2 of prior years’ state premium tax refunds related to the New Jersey premium tax litigation
previously discussed.

The increase in the combined ratic from 2004 to 2005 is a result of adverse prior year reserve development in
2005 compared to favorable development in 2004. The adverse development in 2005 was primarily related to
the re-evaluation of lifetime case reserves in the workers' compensation product line, partially offset by favorable
prior year reserve development in the commercial auto product line. The adverse reserve development was
further offset by favorable claim frequency and lower current accident year large loss activity. The underwriting
expense ratio improvement was primarily the result of staff reductions and operationa! efficiencies implemented
throughout 2005 and 2004.

Commercial Lines Loss Ratio Analysis

We monitor incurred losses by product line, risk classification, geographic region and agency addressing loss
ratio issues or trends as part of our ongoing business operations. We also track current accident year large
losses, as defined, to monitor severity trends.

The following table provides a reconciliation of significant changes to the Commercial Lines loss and LAE ratio
for each of the last three years.

2006 2005
Vs Vs
2005 2004
2006 2005 2004 PtChg PtChg
Ratios as a % of premiums earned
Current accident year large losses, as defined 6.1% 4.9% 5.5% 1.2 {0.6)
Catastrophe losses — calendar year basis 1.6% 2.2% 2.4% {0.6) {0.2)
Loss and LAE development from prior
accident years {0.9)% 3.5% (1.9%% (4.4) 54
All other losses and LAE 59.4% 58.0% 59.2% 14 1.2y
Total loss and LAE ratio 66.2% 68.6% 65.2% (2.4 3.4

As indicated in the All Lines section, current accident year large loss activity can be volatile from year to year.
The increase in current accident year large losses from 2005 to 2006 does not appear to be indicative of a new
trend. The current accident year large loss impact on the Commercial Lines loss ratio, evaluated at December
31 for each of the respective years, has been as follows:

2006 6.1%
2005 4.9%
2004 5.5%
2003 7.2%
2002 4.6%

The following table shows the Commercial Lines segment by selected product lines:

20086 2005 2004
Net Net Net
Premiums Combined Premiums Combined Premiums Combined
Earmmed Ratio Earned Ratio Earned Ratio

Commercial Lines $827.9 98.0% $827.4 101.9% $807.9 100.6%
Workers' compensation 137.3 126.6% 134.5 142.4% 1326 114.0%
Commercial auto 226.1 89.2% 230.5 82.2% 2296 91.1%
General liability 99.1 103.2% 93.3 111.3% 86.6 109.9%
CMP, fire and inland marine 3654 90.6% 369.1 96.9% 359.1 99.5%
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The workers' compensation product line combined ratio improved in 2006 when compared with the prior year,
however this product line continued to experience adverse prior year reserve development, a result of increasing
medical costs (including greater usage of prescription drugs) and continued review of lifetime cases. The
continued adverse development in this product line is consistent with the trends of peer companies who write this
product in similar states as the Group. During 2005, the workers' compensation product line experienced
significant adverse prior year reserve development related to the review of lifetime and other severe claims,
which added 31.3 points to the workers’ compensation combined ratio. Also impacting the loss and LAE ratios
for the period were assessments for the National Workers' Compensation Poo! (NWCP), which decreased the
workers' compensation combined ratio in 2006 by (1.2) points compared to increasing the workers’
compensation combined ratio by 0.9 points and 5.1 poinis in 2005 and 2004, respectively. The 2006
underwriting expense ratio benefited from lower assessments, primarily related to second injury funds. The
Group continues to focus on improving profitability in the workers’ compensation product line. Through the use
of predictive modeling the Group is better able to identify the attractive classes of business and increase its
writing within these classes, while reducing its writings in the lesser afractive classes. Additionally, the Group
has restricted writings in states where the workers’ compensation product line has historically been unprofitable
and is focused on growing this product line in profitable states and classes. The concentration of the Group's
business in a few states with limited pricing flexibility provides less opportunity to address issues specific to the
workers' compensation product line in those states. These issues are offset by the Group's approach to writing
workers' compensation as part of an overall Commercial Lines account, where underwriters seek to ensure that
the pricing for the entire account is adequate.

The commercial auto product line combined ratio increased in 2006 due to an 8.2 point increase in the loss and
LAE ratios driven by an increase in large losses and less favorable prior year reserve development in the current
year compared to 2005. This increase was partially offset by a 1.2 point improvement in the underwriting
expense ratio as discussed above for the Commercial Lines segment. The combined ratio improved from 2004
to 2005, due to improvement in the loss and LAE ratios driven by increased favorable prior year reserve
development and a 1.6 point improvement in the underwriting expense ratio due to our expense management
initiatives.

The general liability product line ;_:qm'biried[r'étio,improv[e_m'ent- in-2008 is primarily due to a 4.1 point improvement
in"the loss ratio. We believe this loss ratio’ improvement is driven by our efforts in the last few years to limit
exposure to broadening court interpretations of additional insured and contractual general liability provisions by
adding policy language changes. This line is exposed to construction defect issues which are being addressed
through strict underwriting standards for certain classes of business that are mare prone to construction defect
cltaims. The 2005 general liability product line combined ratio was impacted by an increase in asbestos and
environmental loss and LAE reserves which added 9.6 points to the general liability loss and LAE ratio in 2005
related to certain pre-1970 assumed reinsurance contracts.

The CMP, fire and inland marine combined ratio improved when compared to 2005 due primarily to a 4.6 point
improvement in the loss and LAE ratios driven by favorable prior year reserve development in 2006 compared
with adverse prior year reserve development in 2005, partially offset by an increase in catastrophe losses. The
combined ratio was also impacted by a 1.7 point improvement in the underwriting expense ratio. The combined
ratio improved from 2004 to 2005 primarily due to a 3.1 point improvement in the underwriting expense ratio due
to our expense management initiatives.

Specialty Lines Segment

2006 2005 2004
Specialty Lines Segment
Loss ratio 30.8% 42.0% 42 6%
Loss adjustment expense ratio 71% 9.4% 4.8%
Underwriting expense ratio 38.6% 43.9% 49.3%
Gombined ratio 76.5% 05.3% 96.7%

The Specialty Lines combined ratio for 2006 improved due to favorable prior year reserve development of $31.8
{(21.6 points) primarily concentrated in the commercial umbrella product line, partially offset by an increase in
large losses. For the same period in 2005 and 2004, favorable development was $12.3 (8.6 points) and $9.4
(6.3 points), respectively. Given the volume and nature of the coverage, the Specialty Lines combined ratio is
subject to more volatility than the other operating segments. Underwriting expenses were favorably impacted by
lower incentive accruals and recognition of $1.3 of prior years' New Jersey premium tax refunds as discussed in
the All Lines section.
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The following table shows the Specialty Lines segment by selected product lines:

2006 2005 2004
Net Net Net
Premiums Combined Premiums Combined Premiums Combined
Earned Ratio Earned Ratio Earned Ratio
Specialty Lines $147.4 76.5% $143.2 95.3% $150.3 96.7%
Commercial umbrella/other 93.0 78.8% 92.2 101.9% 105.1 103.2%
Fidelity and surety 54.4 72.8% 51.0 83.2% 45.2 81.5%

The 2006 commercial umbrella/other combined ratio improvement was primarily related to $29.0 (31.3 points) of
favorable development on prior year loss and LAE reserves compared to $11.5 (12.4 points) and $5.1 (4.9
points) in 2005 and 2004, respectively. The favorable prior year reserve development over the last two years is
primarily related to fewer and less severe claims than previously expected on a net of reinsurance basis. Also
impacting the comparison of 2005 to 2004 is a $6.1 premium reinstatement accrual in 2004, which reduced net
premium written and earned, and put upward pressure on the combined and component ratios.

The fidelity and surety combined ratio improved in 2006 due to $2.8 of favorable development on prior accident
year loss and LAE reserves, compared to $0.8 and $4.2 in 2005 and 2004, respectively.

Personal Lines Segment

2006 2005 2004
Personal Lines Segment
lL.oss ratio 55.8% 48.1% 58.7%
Loss adjustment expense ratio 8.9% 71% 10.5%
Underwriting expense ratio 271% 25.6% 29.7%
Combined ratio 91.8% 80.8% 88.9%

The Personal Lines combined ratio for 2006 increased 11.0 points over the same period last year. The increase
in the loss and LAE ratios is a result of higher catastrophe losses and less favorable prior year reserve
development when compared to 2005. The decline in favorable prior year reserve development was primarily
related to a $5.5 legal settlenent provision related to our uninsured/underinsured motorist coverage claims
handiing practices and reduced favorable development on New Jersey automobile claims. Also impacting the
increase in the loss and LAE ratios is margin compression related to loss cost increases compared to premium
rate declines which is reflected in the increase in the "all other loss and LAE ratio” in the table below. Loss cost
trends are increasing at a low single digit rate with severity increasing at a mid single digit rate offset by a low
single digit decrease in frequency. As discussed above, we have correspondingly been experiencing premium
rate reductions due to rate changes taken in the tast half of 2005 and 20086.

The underwriting expense ratio increased 1.5 points primarily due to a $6.0 increase in legal settement provision
related to an Ohio uninsured motorists class action proceeding and the 2005 underwriting expense ratio included
a 1.1 point reduction related to the Proformance surplus guarantee that was not present in 2006. These
increases were partially offset by lower incentive and contingent commission accruals in 2006 as well as
recognition of $2.7 for the New Jersey prior years’ premium tax refunds as discussed in the All Lines section.

The Personal Lines combined ratio decreased from 2004 to 2005, a result of a 14.0 point improvement in the
loss and LAE ratios driven by lower catastrophe losses, favorable development on prior years' reserves and
favorable claim frequency trends. The underwriting expense ratio improved 4.1 peints, which included a 1.1
point reduction related to the Proformance surplus guarantee, compared to a 3.2 point increase related to the
guarantee in 2004,

Personal Lines Loss Ratio Analysis

We monitor incurred losses by product line, risk classification, geographic region and agency addressing loss
ratio issues or trends as part of our ongeing business operations. We also track current accident year large
losses, as defined, to monitor severity trends. The following table provides a reconciliation of significant changes
to the Personal Lines loss and LAE ratio for each of the last three years.
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2006 2005
vs Vs
2005 2004
2006 2005 2004 PtChg PtChg
Ratios as a % of premiums earned
Current accident year large losses, as defined 3.3% 3.3% 2.5% - 0.8
Catastrophe losses — calendar year basis 4.3% 1.5% 4.9% 28 {3.4)
Loss and LAE development from prior
accident years (2.9)% (7.6)% 0.5% 4.7 (8.1)
All other loss and LAE ratio 60.0% 58.0% 61.3% 2.0 (3.3}
Total loss and LAE ratio 64.7% §5.2% 69.2% 25 (14.0)

As indicated in the All Lines section, current accident year large loss activity can be volatiie from year to year.
The current accident year large loss impact on the Personal Lines loss ratio, evaluated at December 31 for each
of the respective years, has been as follows:

2006 3.3%
2005 3.3%
2004 2.5%
2003 2.8%
2002 2.9%

The following table shows the Personal Lines segment by selected product lines:

2006 2005 2004
Net Net Net
Premiums Combined Premiums Combined Premiums Combined
Earned Ratio Earned Ratio Earned Ratio

Personal Lines $448.7 91.8% $483.0 80.8% $488.4 98.9%
Personal auto including

personal umbrella 263.4 97.4% 288.3 85.8% 295.7 105.9%

Personal property 185.3 83.8% 194.7 73.5% 192.7 88.1%

The personal auto including personal umbretia product line combined ratio increased in 2006 due to an 8.2 point
increase in the loss and LAE ratios driven by margin compression, higher catastrophe losses, an increase of
$5.5 in legal settlement provision for uninsured/underinsured claims handling practices and less favorable prior
year reserve development in the current year compared to 2005. The underwriting expense ratio increased 3.4
points primarily the result of an increase in the legal settlement provision discussed above partially offset by
lower incentive and contingent commission accruals. The combined ratio improved from 2004 to 2005, due to
improvement in the loss and LAE ratios driven by favorable prior year reserve development and a 6.7 point
improvement in the underwriting expense ratio due o the same reasons cited above for the Personal Lines
segment.

The personal property product line combined ratio increased 10.3 points due to less favorable prior year reserve
development in 2006 compared to 2005, higher catastrophe losses and margin compression, parlially offset by
improvement in the underwriting expense ratio of 1.3 points due to lower incentive and contingent commission
accruals. The improvement in the combined ratio from 2004 to 2005 is driven by a 14.4 point improvement in
the loss and LAE ratios due primarily to favorable prior year reserve development.

Investment Results
Consolidated net investment income for the three years ended December 31, 2006, 2005 and 2004 was $208.7
($155.1 after tax), $201.4 ($146.8 after tax) and $201.2 ($137.0 after tax), respectively. The effective tax rate on
investment income for the three years ended December 31, 2006, 2005 and 2004 was 25.7%, 27.1% and
31.9%, respectively.
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Investment income for 2006 was higher than the same period of 2005, a result of lower investment related
expenses, growth in the investment portfolio resulting from positive operating cash flows and an improvement in
reinvestment yields resulting from the upward movement in interest rates when compared with the prior year.
Additionally, included in 2006 investment income is $3.2 of interest income related 1o the New Jersey premium
tax refunds. See Item 15, Notes to Consolidated Financial Statements, Note 7 ~ Other Contingencies and
Commitments on pages 83 and 84 of this Annual Report on Form 10-K for additional information related to the
state premium tax refund. Investment income for 2005 included $2.5 of interest income received from the IRS
as a result of a favorable tax settlement which was somewhat offset by a reduction in investment income as a
result of the reduction in cash equivalent holdings which were used during 2005 to fund the callfredemption of
the Carporation's 5.0% Convertible Notes. As a result of the strategy to invest more heavily into tax-exempt
securities, the effective tax rate on investment income has declined over the last few years thereby generating
an increase in after-tax investment income. At December 31, 2006, our allocation to tax-exempt securities as a
percentage of the fixed income portfolio was 37.6%, compared with 33.7% at December 31, 2005.

Consolidated realized net investment gains amounted to $43.6, $47.4 and $23.0 for the years ended 2006, 2005
and 2004, respectively. Included in the 2006 and 2005 consolidated realized net investment gains were $290.4
and $40.9, respectively, of net gains on the sale of common stocks. These gains were the result of a portfolio
reallocation strategy whereby management reduced equity holdings in certain common stocks that had
appreciated in value over time and had become a significant percentage of the Consolidated Corporation’s
common stock portfolio. In all periods presented there were no material losses on the disposal of any specific
security or in any specific sector.

During 2003, management transferred a portion of its fixed income securities from the available-for-sale
category into the held-to-maturity category. This transfer was made as the Consolidated Corporation had both
the ability to hold the securities to maturity and the positive intent to do so. At December 31, 2006 and 2005 the
amortized cost of the held-to-maturity portfolio was $235.8 and $264.4, respectively.

Invested assets comprise a majority of the consolidated assets. Consequently, accounting policies related to
investments are critical. See further discussion of important investment accounting poficies in the “Critical
Accounting Policies” section of this MD&A and in ltem 15, Notes to Consolidated Financial Statements, Note 1C
- Investments, on page 71 of this Annual Report on Form 10-K.

The Consolidated Corporation regularly evaluates all investments based upon current economic conditions
(including the interest rate environment), credit loss experience and other specific developments. The
Consolidated Corporation monitors the difference between cost (or amortized cost) and estimated fair value to
determine whether a decline in value is temporary or other-than-temporary. The assessment of whether a
decline in fair value is considered temporary or other-than-temporary includes management's judgment as to the
financial position and future prospects of the entity issuing the security. It is not possible to accurately predict
when it may be determined that a specific security will become impaired. If a decline in fair vaiue is determined
to be other-than-temporary, the cost basis of the security is reduced to its then estimated fair value in the period
of determination.

Future impairment charges could be material to the resuits of operations. The amount of the other-than-
temporary impairment charge recorded was $13.4, $2.4 and $8.7 for the years ended 2006, 2005 and 2004,
respectively. The increase in impairments from 2005 to 2006 is primarily interest rate related where our intent to
hold to recovery changed. This impairment charge represents less than 0.5% of the market value of the
investment portfolio at December 31, 2006, 2005 and 2004, respectively. The 2006 and 2005 impairment
charges relate to various companies in various industries. Included in 2004 impairment charges were $5.1
related to fixed income securities issued by companies in the airline industry.

The following tables summarize for all available-for-sale and held-to-maturity securities, the total gross
unrealized losses, excluding securities with gross unrealized gains, by investment category and length of time
the securities have continuously been in an unrealized loss position as of December 31, 2006 and December 31,
2005:
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2006

Available-for-sale securities with unrealized losses:

Less than 12 months 12 months or longer Total
Fair Value Unrealized Fair Value Unrealized Fair Value Unrealized
Losses Losses Losses
Fixed income securities:
U.S. government $ 176 $(0.3) $ - $ - $ 176 $ (0.3)
States, municipalities and
political subdivisions 85.1 (0.3) 80.9 {0.7) 166.0 {1.0)
Corporate securities 175.0 (2.1) 115.5 {3.2) 290.5 (6.3)
Mortgage and asset-backed
securities 192.4 {0.8) 1259 (1.5) 318.3 (2.3)
Subtotal 470.1 (3.5) 322.3 (5.4) 792.4 (8.9)
Equity securities 25.7 (1.0) 10.4 (0.3) 36.1 {1.3)
Total $495.8 %{4.5) $332.7 $(5.7) $828.5 $(10.2)
Held-to-maturity securities with unrealized losses:
Less than 12 months 12 months or longer Total
Fair Value Unrealized Fair Value Unrealized Fair Value Unrealized
Losses Losses Losses
Fixed income securities:
Corporate securities $- $ - $116.2 $(4.3) $116.2 $(4.3)
Mortgage-backed
securities - - 71.0 (2.1) 71.0 {Z2.1)
Total $- - $187.2 $(6.4) $187.2 $(6.4)
2005
Available-for-sale securities with unrealized losses:
Less than 12 months 12 months or longer Total
Fair Value Unrealized Fair Value Unrealized Fair Value Unrealized
Losses Losses Losses
Fixed income securities:
U.S. government $ 163 $ (0.2) $ - $ - $ 163 $ (0.2)
States, municipalities and
political subdivisions 427.7 (3.2) 13.9 (0.3) 4416 {3.5)
Corporate securities 278.1 (5.3) 17.2 (0.5) 295.3 (5.8)
Mortgage and asset-backed
securities:
Government 28.5 (0.4) - - 28.5 {0.4)
Other 274.0 (3.3) 13.1 (0.5) 2871 {3.8)
Subtotal 1,024.6 (12.4) 44.2 (1.3) 1,068.8 (13.7)
Equity securities 27.4 (0.9) 1.8 {0.5) 29.2 {(1.4)
Total $1,052.0 $(13.3) $46.0 $(1.8) $1,008.0 $(15.1)
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Held-to-maturity securities with unrealized losses:

Less than 12 months 12 months or longer Total
Fair Value Unrealized Fair Value Unrealized Fair Value Unrealized
Losses Losses Losses
Fixed income securities:
Corporate securities $66.9 $(1.9) $56.6 $(2.1) $123.5 $(4.0)
Mortgage-hacked
securities 66.6 (1.2) 19.0 {0.7) 85.6 (1.9)
Total $133.5 $(3.1) $75.6 $(2.8) $209.1 $(5.9)

Management believes that it will recover the cost basis in the securities heid with unrealized losses as it has both
the positive intent and ability to hold the securities until they mature or recover in value.

As part of its evaluation of the aggregate $16.6 unrealized loss on securities in the investment portfolio at
December 31, 2006, management performed a more intensive review of securities with a higher unrealized loss
percentage when compared with their cost or amortized cost. Based on this review of each security,
management believes that unrealized losses on these securities were temporary declines in value at December
31, 2008. In the table above, there are approximately 308 securities represented. Of this total, 19 securities
have unrealized loss positions greater than 5% of their market values at December 31, 2008, with none
exceeding 20%. This group represents $3.0, or 18% of the total unrealized loss position. Of this group, ten
securities representing approximately $1.9 in unrealized losses have been in an unrealized loss position for less
than twelve months. Of the remaining nine securities in an unrealized loss position for longer than twelve
months totaling $1.1, management believes they will recover the cost basis of these securities, and has both the
intent and ability to hold the securities until they mature or recover in vaiue. All securities are monitored by
portfolio managers who consider many factors such as an issuer's degree of financial flexibility, management
competence and industry fundamentals in evaluating whether the decline in fair value is temporary. in addition,
management considers whether it is probable that all contract terms of the security will be satisfied and whether
the unrealized loss position is due to changes in the interest rate environment. Should management
subsequently conclude the decline in fair value is other than temporary, the book value of the security is written
down to the then fair value with the realized loss recognized in the consolidated statements of income.

The amortized cost and estimated fair value of fixed income securities classified as available-for-sale and held-
to-maturity with an unrealized loss position at December 31, 2006, by contractual maturity, are shown below.
Expected maturities will differ from contractual maturities because borrowers may have the right to call or prepay
obligations with or without call or prepayment penalties.

2006
Avgilable-for-sale: Amortized Estimated Unrealized
Cost Fair Value Loss
Due in one year or less $ 242 $ 240 §(0.2)
Due after one year through five years 97.9 96.8 {1.1)
Due after five years through ten years 238.0 234.3 (3.7)
Due after ten years 120.6 119.0 {1.8)
Mortgage and assel-backed securities 320.6 318.3 {2.3)
_JTotal $801.3 $792.4 _$(8.9)
Held-to-maturity: Amortized Estimated Unrealized
Cost Fair Value Loss
Due in one year or less $ 26 $ 26 5 -
Due after one year through five years 35.4 34.4 (1.0)
Due after five years through ten years 79.4 76.1 (3.3)
Due after ten years 3.1 341 -
Mortgage-backed securities 73.1 71.0 {2.1)
Total $193.6 _$187.2 $(6.4)
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For additional discussion relative to the Consolidated Corporation's investment portfolio, see the “Investment
Portfolic” section under “Liquidity and Capital Resources” on pages 60-62 of this MD&A.

Critical Accounting Policies

Management of the Consolidated Corporation has identified the policies listed below as significant accounting
policies that are critical to the Consolidated Corporation’s business operations and influence the consolidated
results of operations and financial performance. The policies listed below were selected as they require a higher
degree of complexity or use subjective judgments or assessments. Changes in these judgments, assessments
or estimates could have a material adverse impact on the Consolidated Corporation's financial statements.
These policies follow U.S. GAAP. A summary of each critical accounting policy follows. Management discusses
the development and selection of these accounting policies with the Audit Committee of the Board of Directors
and the Audit Committee has reviewed the Consolidated Corporation's MD&A. For a complete discussion on the
application of these and other accounting policies, see ltem 15, Note 1 - Summary of Significant Accounting
Policies, in the Notes to Consolidated Financial Statements, on pages 71-73 of this Annual Report on Form 10-
K.

Investments

Fixed income securities are categorized upon acquisition as either held-to-maturity, available-for-sale or trading.
Fixed income securities categorized as held-to-maturity are carried at amortized cost as management has the
ability and positive intent to hold the securities until maturity. Available-for-sale securities are those securities
that are not categorized as either held-to-maturity or trading. Available-for-sale securities are reported at fair
value, with unrealized gains and losses excluded from earnings and reported as a component of accumulated
other comprehensive income, net of deferred tax. Equity securities are categorized as available-for-sale and are
carried at quoted market values and include non-redeemable preferred stocks and common stocks. The
difference between cost and quoted market value, net of deferred taxes, is classified as other comprehensive
income. The Consolidated Corporation closely monitors the fixed income and equity portfolios for declines in
value that are deemed to be other than temporary. Investments are regularly evaluated based on current
economic conditions (including the interest rate environment), credit loss experience and other specific
developments. If a decline in a security's fair value is considered to be other than temporary, the security is
written down to the estimated fair value with a corresponding realized loss recognized in the then current
consolidated statement of income.

Premiums and discounts on fixed income securities are amortized or accreted using the interest method;
mortgage and asset-backed securities are amortized over a period based on estimated future principal
payments, including prepayments. Prepayment assumptions are reviewed periodically and adjusted to reflect
actual prepayments and changes in expectations. Upon receipt of payments from such securities, the
appropriate amount of the funds are allocated between a reduction of principal and interest income. In making
this allocation decision, investment personnel consider such factors as the original estimated average life of the
investment, the amount of funds received to date and the timing of future cash flows. Variations from
prepayment assumptions will affect the life and yield of these securities. These securities are evaluated for
impairment by computing the net present value of expected future cash flows and comparing this to the prior
period estimate of expected future cash flows from the security. When the timing and/or amount of cash
expected to be received from the security has changed materially and adversely from the previous valuation, the
security is considered to be other than temporarily impaired and the amortized cost is written down to the
estimated fair value with a realized loss recorded in the then current consolidated statement of income.

Reinsurance

Reinsurance is a contract by which one insurer, called a reinsurer, agrees to cover, under certain defined
circumstances, a portion of the losses incurred by a primary insurer in the event a claim is made under a policy
issued by the primary insurer. The Group purchases reinsurance to diversify risk and reduce the loss that may
arise from large or catastrophic losses or other events that cause unfavorable underwriting results. The Group
records its ceded reinsurance transactions on a gross basis by recording an asset as reinsurance recoverable
for estimates of paid and unpaid losses, including estimates for losses incurred but not reported. The
collectibility of reinsurance depends on the solvency of the reinsurers at the time any claims are presented. The
Group evaluates each reinsurer’s financial health, claims settlement perfermance and monitors concentrations of
credit risk to minimize exposure to significant losses from reinsurer insolvencies. Each year, the Group reviews
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financial statements and calculates various ratios used to identify reinsurers who no longer meet appropriate
standards of financial strength. Reinsurers who fail these tests are reviewed and those that are determined by
the Group to have insufficient financial strength are removed from the program at renewal. Additionally, a large
number of reinsurers are utilized to mitigate concentration of risk. To the extent that any reinsuring companies
are unable to meet obligations under the ceded reinsurance agreements, the Group would remain liable to the
policyholder. Amounts recoverable from reinsurers are calculated in a manner consistent with the reinsurance
contract and are reported net of an estimated allowance for uncollectible reinsurance amounts, as deemed
necessary. At December 31, 2006, one reinsurer accounted for 15.8% of the total reinsurance recoverable. At
December 31, 2005, no reinsurer accounted for more than 15% of the reinsurance recoverable amount. As a
result of these contrals, amcunts of uncollectible reinsurance have not been significant. There are several
programs that provide reinsurance coverage and the programs in effect for 2006 are discussed in the
“Reinsurance Programs” section of Item 7, Management's Discussion and Analysis of Financial Condition and
Results of Operation, on pages 59 and 60 of this Annual Report on Form 10-K. Additionally, reinsurance is
further discussed in ltem 15, Note 1K - Summary of Significant Accounting Policies on page 72 and Note 6 -
Reinsurance, in the Notes to the Consolidated Financial Statements on pages 82 and 83 of this Annual Report
on Form 10-K.

Agent Relationships

The agent relationships asset is an identifiable intangible asset representing the excess of cost over the fair
value of net assets acquired in connection with the 1998 GAl commercial lines acquisition. This purchase price
was allocated to specifically identifiable intangible assets based on their estimated values as determined by
appropriate valuation models. The agent relationships asset is amortized on a straight-line basis over an
estimated useful life of twenty-five years. The estimated useful life was based on the Group's actual experience
for agency appointment terms for similar agents, which averaged approximately twenty-five years in length. The
estimated useful life is evaluated on an annual basis or as events or circumstances arise that may impact the
useful life of the asset. The asset is evaluated quarterly as events or circumstances, such as cancellation of
agents, indicate a possible inability to recover the carrying amount. Cancellation of certain agents for reasons
such as lack of revenue production or poor quality of business produced does not necessarily change the
estimated useful life of the remaining agents representing the agent relationships intangible asset. Such
evaluation is based on various analyses, including cash flow and profitability projections that incorporate, as
applicable, the impact on existing company businesses. The analyses involve significant management
judgments to evaluate the capacity of an acquired business to perform within projections. If future undiscounted
cash flows are insufficient to recover the carrying amount of the asset, an impairment loss Is recognized in the
consolidated statement of income in the period in which the future cash flows are identified to be insufficient in
comparison to the carrying amount of the asset. Due to the inherent uncertainties and judgments involved in
developing assumptions for each agent, further reductions in the valuation of the agent relationships asset are
likely to occur in the future.

In 2006, the amortization and impairment costs related to this asset were $12.8 compared with $12.3 in 2005
and $20.6 in 2004. At December 31, 20086, the largest individual agent asset carrying value was $5.0, which
represents the maximum future impairment charge for an individual agent, compared to $5.3 at December 31,
2005. Bassd upon historical performance of this agent, it is unlikely the agent will become impaired or cancelled
in the near term. For the approximately 215 individual agenis remaining that represent the total agent
relationships intangible asset, the average asset carrying value as of December 31, 2006, was $0.5 which
compares to approximately 230 agents with an average asset carrying value of $0.5 at December 31, 2005. At
December 31, 2006 and 2005, the agent refationships asset balance was $96.9 and $109.7, respectively.

Pension and Postretirement Benefit Plan Actuarial Assumptions

The Company sponsors a non-contributory defined benefit pension plan and a contributory postretirement
healthcare plan. The pension and postretirement benefit obligations, related costs and contributions are
calculated using actuarial methods in accordance with Statement of Financial Accounting Standards (SFAS) No.
158, “Employers’ Accounting for Defined Benefit Pension and Other Postretirement Plans an amendment of
FASB statements No. 87, 88, 106 and 132(R)," SFAS &7, "Employers' Accounting for Pensions” and SFAS 108,
“Employers’ Accounting for Postretirement Benefits Other than Pension.” Several statistical and other factors,
which attempt to anticipate future events, are used in calculating the expense and liability refated to the plans.
Key factors include assumptions about the expected rate of return on plan assets, discount rate, rate of
compensation increases and health care cost trend rates, as determined by the Company, within certain
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guidelines. The Company considers market conditions, including changes in investment returns, interest rates
and inflation in making these assumptions. Any adjustments to these assumptions are based on considerations
of current and future market conditions, which can result in changes to the future related benefit obligations and
related costs incurred by the Company as well as its contributions. Management reviews the assumptions used
in the valuations on an annual basis, or more frequently as deemed necessary.

The Company determines the expected long-term rale of return on plan assets based on the geometric method,
which estimates the average compound retumn of the plan assets. Plan assets are comprised primarily of
investments in mutual funds, common stocks, corporate bonds, U.S. government securities, real estate
investment trusts and other investments. The Company considers the current leve!l of expected returns on risk
free investments, primarily government bonds, the historical level of the risk premium associated with the other
asset classes, current and expected asset allocation and the expectations for future returns of each asset class
when developing the expected long-term rate of return on assets assumption. The expected return for each
asset class is weighted based on the target asset allocation to develop the expected long-term rate of return on
assets assumption for the portfolio. This resulted in the selection of the 8.75% assumption for 2006, 2005 and
2004. The expected rate of return on plan assets is a long-term assumption. Holding all other assumptions
constant, a one-percentage-point increase or decrease in the assumed rate of return on plan assets would
decrease or increase, respectively, 2006 net periodic pension expense by approximately $3.5.

In determining the discount rate assumption, the Company utilizes current market information including analysis
of the Moody's "Aa" Corporate Bond Index Rate, analysis provided by plan actuaries and independent survey
data on similarly positioned companies. As regards to the analysis provided by plan actuaries, a discounted
cash flow mode! of the plan's benefit obligations was developed using an interest rate yield curve to make
judgments regarding the appropriate discount rate for both its pension and postretirement medical benefit
obligations. The yield curve is comprised of the highest quartile yielding bonds with at least a "Aa" rating and
with maturities primarily between zero and thirty years. This resulted in the selection of 5.90% for 2006, 5.50%
for 2005 and 5.95% for 2004 for the pension plan and 5.75% for 2006, 5.35% for 2005 and 5.75% for 2004 for
the postretirement medical ptan.

As required by SFAS 158, the Company recorded the funded status of the defined benefit retirement plan in its
December 31, 2006 consolidated balance sheet, which included a decrease to accumulated other
comprehensive income (AOCI), net of deferred taxes of ($24.3) {$16.4 related to prior service credits and
{$40.7) for unrecognized actuarial losses). The unrecognized prior service credits were the result of the
Company's June 2004 announced changes to its defined benefit retirement plan which froze accrued benefits
effective June 30, 2004 and incorporated a new benefit formula beginning in July 2004. In accordance with the
provisions of SFAS 87, the prior service credits will be amortized as a reduction of net periodic pension cost over
approximately an 11-year period, which represents the future period for which active employees were anticipated
to receive the benefits that were eliminated. The unrecognized actuarial losses will be amortized as an increase
in net periodic pension cost over approximately a 13-year period, which represents the average future service
period of active participants. Unrecognized actuarial gains and losses arise from several factors including
experience and assumption changes in the obligations and from the difference between expected and actual

returns on plan assets. In subsequent years, as required by SFAS 158, as the unrecognized prior service credits

and unrecognized actuarial losses are amortized into net periodic pension cost, there will be a corresponding
adjustment to AOCI.

In August 2006, the Pension Protection Act of 2006 (PPA) was signed into law. This pension legislation
fundamentally changes the funding rules for single employer defined benefit plans and makes extensive
changes to other rules pertaining to multiemployer pension plans, hybrid pension plans and defined contribution
retirement plans.

The PPA is effective for the Company beginning on July 1, 2008, and the effect that the PPA will have on
Company contributions, if any, is currently being evaluated and can fluctuate based on market performance of
plan assets, actuarial assumption changes and additional legislation. The Company is currently evaluating
whether any contributions to the defined benefit plan will be made during the 2007 calendar year.
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Key assumptions used in determining the amount of the obligation and expense recorded for postretirement
benefits other than pensions (OPEB), under SFAS 106, including the assumed discount rate and the assumed
rate of increases in future health care costs, are reviewed by management on an annual basis, or more
frequently as deemed necessary. In estimating the health care cost trend rate, the Company considers its actual
health care cost experience, future benefit structures, industry trends and advice from its third-party actuaries.

The Company assumes that the relative increase in health care costs will generally trend downward over the
next several years, reflecting assumed increases in efficiency in the health care system and industry-wide cost
containment initiatives. At December 31, 2006, the expected rate of increase in future health care costs was
9.0% declining to 5.0% in 2014 and thereafter. Increasing the assumed health care cost trend by one percentage
point in each year would increase the accumulated postretirement benefit obligation as of December 31, 2006,
by approximately $3.5 and increase the postretirement benefit cost for 2006 by $0.3. Likewise, decreasing the
assumed health care cost trend by one percentage point in each year would decrease the accumulated
postretirement benefit obligation as of December 31, 2006, by approximately $3.1 and decrease the
postretirement benefit cost for 2006 by $0.2.

The actuarial assumptions used by the Company in determining its pension and OPEB retirement benefits may
differ materially from actual results due to changing market and economic conditions, higher or lower furnover
and retirement rates or longer or shorter life spans of participants. While the Company believes that the
assumptions used are appropriate, differences in actual experience or changes in assumptions may materially
affect the Company’s financial position or results of operations.

Upon adoption of SFAS 158, the Company recorded the funded status of the postretirement medical plan in its
December 31, 2006 consolidated balance sheet, which included an increase to AQC), net of deferred taxes of
$26.4 ($27.7 related to prior service credits and ($1.3) for unrecognized actuarial losses). The unrecognized
prior service credits were the result of the Company's actions in July 2004 which effectively terminated the
postretirement medical plan to new employees, restricting the henefits to then current retirees and employees
with 25 or more years of continuous service. In accordance with the provisions of SFAS 106, the prior service
credits will be amortized as a reduction of net periodic postretirement cost over approximately a 7-year period,
and the unrecognized actuarial losses will be amortized as an increase in net periodic postretirement cost over
approximately an 11-year period, which represents the average future service period of active participants. In
subsequent years, as required by SFAS 158, as the unrecognized prior service credits and unrecognized
actuarial losses are amortized into net periodic postretirement cost, there will be a corresponding adjustment to
AOCI,

For more information on the Company’s pension and other pastretirement benefit plans, please refer to ltem 15,
Note 4 - Employee Benefit Plans, in the Notes to Consclidated Financial Statements, on pages 76-80 of this
Annual Report on Form 10-K.

Reserves for Losses and Loss Adjustment Expenses

The Group's largest liabilities are reserves for losses and LAE. Loss and LAE reserves (collectively “loss
reserves”) are established for all incurred claims without discounting for the time value of money. Before credit
for reinsurance recoverables, these reserves amounted to $2.9 billion at both December 31, 2006 and 2005,
respectively. As of December 31, 2006, the loss reserves by operating segment were as follows: $1,897.7
Commercial Lines, $641.9 Specialty Lines and $372.7 Personal Lines. The Group purchases reinsurance to
mitigate the impact of large losses and catastrophic events. Loss reserves ceded to reinsurers amounted to
$585.7 and $684.6 at December 31, 2006 and 2005, respectively.

The Group conducts a quarterly review of loss reserves using the methods described below and records its best
estimate each quarter based on that review. In the opinion of management, the reserves recorded at December
31, 2006 represent the Group's best estimate of its ultimate liability for losses and LAE. However, due to the
inherent complexity of the estimation process and the potential variability of the assumptions used, final claim
settlements may vary significantly from the amounts recorded. Furthermore, the timing, frequency and extent of
adjustments to the estimated liabilities cannot be predicted with certainty since conditions and events which
established historical loss reserve development and which serve as the basis for estimating ultimate claim costs
may not occur in exactly the same manner, if at all.
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Loss reserves are an estimate of uitimate unpaid costs of losses and LAE for claims that have been reported
and claims that have been incurred but not yet reported. Loss reserves do not represent an exact calculation of
liability, but instead represent estimates, generally utilizing actuarial expertise and reserving methods, at a given
accounting date. These loss reserve estimates are expectations of what the ultimate settlement and
administration of claims will cost upon final resolution in the future, based on the Group's assessment of facts
and circumstances then known. In establishing reserves, the Group also takes into account estimated
recoveries for reinsurance, salvage and subrogation.

The process of estimating loss reserves involves a high degree of judgment and is subject to a number of risk
factors. These risk factors can be related to both internal and external events, such as changes in claims
handling procedures, economic inflation, legal trends and legislative changes, ameong others. In addition,
historical trends adjusted for changes in underwriting standards, policy provisions, product mix and other
underwriting and pricing factors are considered when establishing our loss reserve estimates. The impact of
these risks and underwriiing and pricing factors on ultimate costs for loss and LAE is difficult to estimate. Loss
reserve estimation differs by product line due to differences in claim complexity, the volume of claims, the
potential severity of individual claims, the determination of occurrence date for a claim and reporting lags (the
time between the occurrence of the policyholder loss event and when it is actually reported to the insurer).
Informed judgment is applied throughout the process. The Group continually refines its loss reserve estimates in
a regular ongoing process as historical loss experience develops and additional claims are reported and settled.
The Group considers all significant facts and circumstances known at the time loss reserves are established.
Due to the inherent uncertainty underlying loss reserve estimates, final resoiution of the estimated liability will be
different from that anticipated at the reporting date. Therefore, actual paid losses in the future may yield a
materially different amount than currently reserved—favorable or unfavorable. The Group reflects adjustments
ta reserves in the results of operations in the period the estimates are changed.

The following table displays case, IBNR and LAE reserves by product line both gross and net of reinsurance
recoverables. Case reserves represent amounts determined for each claim based on the known facts regarding
the claim and the parameters of the coverage that our policy provides. The IBNR reserves include provisions for
incurred but not reported claims, provisions for losses in excess of the case reserves on previously reported
claims, claims to be reopened and a provision for uncertainty in recognition of the variability and risk factors
described below. The IBNR provision also includes an offset for anticipated salvage and subrogation recoveries.
LAE reserves are an estimate of the expenses relaled to resolving and settling claims. Reserves ceded to
reinsurers and reserves net of reinsurance are also shown.

Loss and LAE Reserves as of December 31, 2006 and 2005:

Gross Total Total
Year Operating Segment Case IBNR LAE Total Ceded Net
2006 Commercial Lines $7439 $7846 $3692 $1,897.7 | $1853 $1,7124
Workers' compensation 413.7 3521 70.8 836.6 149.3 687.3
Commercial auto 112.4 1056.2 43.8 261.4 7.2 254.2
General liability 64.2 124.6 96.1 284.9 6.0 2789
CMP, fire & inland
marine 153.6 202.7 158.5 514.8 22.8 492.0
Specialty Lines 122.3 4293 90.3 641.9 334.7 307.2
Commercial
umbrella/other 112.3 428.6 84.8 625.7 330.2 295.5
Fidelity & surety 10.0 0.7 55 16.2 45 11.7
Personal Lines 191.0 119.3 62.4 3727 65.7 307.0
Personal auto &
umbrella 162.5 83.5 459 291.9 €65.5 226.4
Personal property 285 35.8 16.5 80.8 0.2 80.6
Total All Lines $1,057.2 $1,333.2 $521.9 $2912.3 | $585.7 $2,326.6
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2005 Commercial Lines $ 7008 $ 7622 $351.5 $1,8146 | $1654 $1,6492
Workers' compensation 387.1 344.0 69.2 800.3 131.4 668.9
Commercial auto 103.2 109.7 44.6 2567.5 6.0 2515
General liahility 59.4 117.3 92.6 269.3 5.2 264.1
CMP, fire & inland

marine 161.2 191.2 145.1 4875 22.8 4647
Specialty Lines 1348 516.2 92.9 743.9 454 1 289.8
Commercial umbrella 116.4 516.1 859 718.4 442.4 276.0
Fidelity & surety 18.4 0.1 7.0 25.5 11.7 13.8
Personal Lines 194.8 126.1 67.4 388.3 65.1 323.2
Personal auto &
umbrella 164.1 91.3 50.6 306.0 64.1 2419
Personal property 30.7 34.8 16.8 82.3 1.0 81.3
Total All Lines $1,030.5 $1,404.5 $511.8 $2,046.8 | $6846 $2,262.2

Reserve estimation methods

Most of the Group's insurance policies are written on an occurrence basis which provides coverage if a loss
occurs in the policy period, even if the insured reports the loss many years later. In addition, final setitement of
certain claims can be delayed for years or decades due to litigation or other reasons. For example, some
general liability claims are reported 10 years or more after the policy period, and the workers’ compensation
coverage provided by our policies pays unlimited medical benefits for the duration of the claimant's injury up to
the Iifetime of the claimant. Occurrence based forms of insurance require estimation of future costs, including
the effect of judicial interpretations, societal litigation trends and medical cost inflation, among others. Reserve
development can occur over time as conditions and circumstances change in the years following the policy
issuance.

Producl lines are generally classified as either long-tail or short-tail, based on the average length of time between
the event triggering claims under a policy and the final resolution of those claims. Short-tail claims are reported
and settled quickly, resulting in less estimation variability. The longer the time before final claim resolution, the
greater the exposure to estimation risks and hence the greater the estimation uncertainty. Long-tail product lines
include workers’ compensation, commercial umbrella and general liability. Short-tait lines include homeowners,
property and bonds. Product lines such as personal and commercial auto and commercial multi-peril include
some long-tail coverages and some short-tail coverages.

One of the key assumptions in most actuarial analyses is that past patterns demonstrated in the data will repeat
themselves in the future, absent a material change in the associated risk factors discussed below. To the extent
a material change affecting the ultimate claim liability is known, such change is quantified to the extent possible
through an analysis of internal company data and, if available and when appropriate, external data. Such a
measurement is specific to the facts and circumstances of the particular claim portfolio and the known change
being evaluated.

The process for estimating loss reserves begins by assessing risks and exposures. Data on individual reported
claims, both current and historical, is collected including paid amounts and individual claim adjuster estimates,
and this data is grouped by common characteristics and evaluated in the analyses of ultimate claim liabilities by
product line. Such data is occasionally supplemented with external data such as industry development factors
as available and when appropriate. The process of analyzing reserves is undertaken on a regular basis,
generally quarterly, in light of continually updated information.

Multiple estimation methods are available for the analysis of ultimate claim liabilities. Each estimation method
has its own advantages and disadvantages, with no single estimation method being better than the others in all
situations. Generally more methods are used for long-tail product lines because of the difficulty in estimating
reserves for these lines. Also, more methods are generally used for recent accident years compared to older
accident years because the data available for recent accident years is less mature. The relative strengths and
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weaknesses of the particular estimation methods when applied to a particular group of claims can also change
over time based on the available facts and circumstances. Therefore, the actual choice of estimation methods
can change with each evaluation. The estimation methods chosen are those that are believed to produce the
most reliable indication at that particular evaluation date for the claim liabilities being evaluated.

The principal actuarial reserving methods utilized by the Group to establish loss reserves include, but are not
limited to:

1. Paid loss development methods; These methods use historical loss payments over discrete periods of
time to estimate future losses. Paid loss development methods assume that the ratio of losses paid in
one period to losses paid in an earlier period will remain constant. These methods necessarily assume
that factors that have affected pald losses in the past, such as inflation or the effects of litigation, will
remain constant in the future. Because paid loss development methods do not use case reserves to
estimate ultimate losses, they can be more reliable than the other methods discussed below that look to
case reserves {such as actuarial methods that use incurred losses} in situations where there are
significant changes in how case raserves are established by a company's claims adjusters. However,
paid loss development methods are more leveraged (meaning that small changes in payments have a
larger impact on estimates of ultimate losses) than actuarial methods that use incurred losses because
cumulative loss payments take much longer to equal the expected ultimate losses than cumulative
incurred amounts. In addition, and for similar reasons, paid loss development methods are often slow to
react to situations when new or different factors arise than those that have affected paid losses in the
past.

2. Incurred loss development methods: These methods, like paid loss development methods, assume that
the ratio of losses in one period to losses in an earlier period will rernain constant in the future.
However, instead of using paid losses, these methods use incurred losses (i.e., the sum of cumutative
historical loss payments plus outstanding case reserves) over discrete periods of time to estimate future
losses. Incurred loss development methods can be preferable to paid loss development methods
because they explicitly take into account open cases and the claims adjusters’ evaluations of the cost to
settle all known claims. However, incurred loss development methods necessarily assume that case
reserving practices are consistently applied over time. Therefore, when there have been significant
changes in how case reserves are esltablished, using incurred loss data to project ultimate losses can be
tess reliable than other methods.

3. Expected loss rafio methods: These methods are based on the assumption that ultimate losses vary
proportionately with premiums. Expected loss ratios are typically developed based upan the information
used in pricing, and are multiplied by premiums earned to calculate ultimate losses. Expected loss ratio
methods are useful for estimating ultimate losses in the early years of long-tail lines of business, when
little or no paid or incurred loss information is available.

4. Bornhuetter-Ferguson methods: These methods are a blend of expecied loss ratio methods with paid
and incurred development methods. They are useful for estimating ultimate losses in the early years for
lines of business when some toss information is available.

5. Claim count and severity methods: In these methods, claim counts are estimated similar to the paid and
incurred loss development methods described above. The estimated claim counts are then multiplied by
an average cost per claim (severity) to determine ultimate fosses. They are useful when claim caunts are
available and severity is reasonably predictable.

For short-tail lines, the paid loss and incurred loss development methods are generally relied on for all accident
years, and the Bornhuetter-Ferguson method is also relied on for the most recent accident year. For long-tail
lines, all of the above methods may be used for the most recent accident years, and as accident years mature,
reliance is shifted to the paid and incurred loss development methods.

The merits of each method are evaluated given the facts at hand. An estimate of the ultimate losses is then
made based upon the particular method or combination of methods that is deemed most appropriate. In some
cases the methodologies produce a cluster of estimates with a tight band of indicated possible outcomes. In
other cases, the methodologies produce conflicting results and wider bands of indicated possible outcomes.
Management does not believe that such bands constitute a range of outcomes, nor does management
determine a range of outcomes.
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Reserves for losses and allocated LAE for asbestos and environmental exposures are especially difficult to
determine because of the high amount of legal costs and the extended period of time required to settle these
claims. Methods used by the Group to estimate these loss reserves include survival ratio estimates, curve fitting
applied to both paid and case incurred losses and allocated LAE, and frequency and severity estimates.

Reserve variability and uncertainty

There is a great deal of uncertainty in the loss reserve estimates and unforeseen events can have unfavorable
impacts on the loss reserve estimates. Reinsurance is purchased to mitigate the impact of large losses and
catastrophic events. However, substantial variability exists on a net of reinsurance basis. The estimate of
reinsurance recoverables is considered a critical accounting estimate and discussed on pages 45 and 46 of this
Annual Report on Form 10-K.

Loss reserve uncertainty is illustrated by the variability in reserve development presented in the Analysis of
Development of Loss and LAE Liabilities schedule which appears on pages 11 and 12 under ltem 1 of this
Annual Report on Form 10-K. This schedule shows cumulative loss reserve development for each of the past
ten years through December 31, 2006 on a gross and net of reinsurance basis. The development on a net of
reinsurance basis as a percent of the original estimates ranges from adverse development of 18.8% of original
estimates for loss reserves at year-end 2000 to favorable development of 2.3% of original estimates for loss
reserves at year-end 2004 and 2005. The oldest period shown, 1996, shows adverse development of 3.9% of
originat loss reserves ten years after the original estimates.

To illustrate the uncertainty by operating segment, the following table provides the {favorable)/adverse amount of
prior accident years' loss reserve development by operating segment on a net of reinsurance basis for the years
ended December 31, 2008, 2005 and 2004, respectively:

(Favorable)/Adverse

Operating Segment 2006 2005 2004

Commercial Lines 5(7.4) $20.1 $(15.0)

Specialty Lines {31.8) {12.3) {9.4)

Personal Lines (13.0) (36.9} 2.6
Total Prior Accident Years’ Development $(52.2) $(20.1}) $(21.8)

This table illustrates that favorable development can occur for one operating segment while adverse
development occurs for another and that development from year to year can be either favorable or adverse for
an operating segment.

Within each operating segment, development can also be favorable or adverse by product line within the same
period. For example, for the Commercial Lines operating segment in 2006, the workers’ compensation product
line had adverse development of $22.3 while the commercial auto product line had favorable development of
$23.5.

Reserve estimates are also uncertain by accident period. To illustrate this, the following table provides the
{favorable)/adverse amount of prior accident years' loss and LAE reserve development by accident year on a net
of reinsurance basis for all lines combined:

Accident Period 2006 2005 2004
Accident Year 2005 $(21.2) $ - $ -
Accident Year 2004 (25.3) (30.8) -
Accident Year 2003 (24.3) (32.0) (36.9)
Accident Year 2002 {8.6) (28.2) (10.4)
Accident Year 2001 & prior 27.2 70.9 25.5
Total Prior Accident Years' Development $(52.2) $(20.1) $(21.8) |

This table illustrates that recent accident periods have developed favorably while the older periods have
developed adversely. More than half of the $27.2 of adverse development for accident years 2001 & prior in
calendar year 2006 is attributed to the workers' compensation product line. We do not believe that older
accident years will always develop adversely while more recent years develop favorably. However, it should be
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understood that the accident year 2001 & prior category includes only long-tail claims, some covering many
decades, and many of which are complex. Conversely, the recent accident years include a mix of claims of
varying degrees of difficulty many of which are short-tail and relatively straight-forward in establishing loss
reserves.

The Group does not prepare loss reserve ranges, nor does it project future variability, when determining its best
estimate, although the above examples of actual historical changes in loss reserve estimates provide a measure
of the uncertainty underlying the current loss reserve estimates. The loss reserve process takes all risk factors
into account, but no one risk factor has been bifurcated to perform a sensitivity or variability analysis because
management considers the risk factors in the aggregate. Explicit assumptions for individual risk factors are not
made. The potential for reasonably possible variability in management's reserve estimates may be viewed by
applying recent historical average calendar year development to current loss reserve estimates. The following
table shows what the effect on the Group's earnings would be if the December 31, 2006 reserves developed at
the same rate as the average {favorable)/adverse calendar year development of the mosl recent five years, net
of reinsurance, for the six most significant product lines which represent 86% of total loss reserves at December
31, 2008.
H-year Average

Net Reserves Calendar Year Effect on Net
Line_of Business at 12/31/06 Development Earnings (*)
Workers' compensation $687 2.7% $12
Commercial multi-peril 488 1.8% 6
General liability 279 6.1% 11
Commercial umbrella 295 (5.7Y% {(11)
Commercial automobile 254 (3.7%% (6)
Personal automobile 218 (1.3)% (2)

(*} Net of tax effect at the statutory rate of 35%

An important assumption underlying reserve estimates is that the loss trends implicitly built into development
paiterns will continue into the future. However, an unexpected change in the underlying loss trends could impact
future losses. This unexpected change could arise from a variety of sources such as a general increase in
economic inflation, an increase in tort costs, increased utilization of medical procedures, increased life
expectancy or many other factors. It is not possible to isolate and measure the potential impact of just one of
these factors, and future loss trends could be partially impacted by several such factors concurrently.
Nevertheless, it is meaningful to view the sensitivity of the reserves to potential changes in these variables by
measuring the effect of a possible 1% change in future loss trends that may be caused by one or more of these
factors. To demonstrate the sensitivity of loss reserves to changes in significant assumptions, the following
example is presented. A 1% change has been selected as an example; actual variability could be greater or less
than 1%. The estimated impact that a 1% change in loss trends wouid have on our net earnings is shown below
for the six most significant product lines.

Effect of 1% Change

in Loss Trends
Line of Business on Net Earnings
Workers’ compensation $36
Commercial multi-peril 10
General liability 7
Commercial umbrella 7
Commercial automobile 4
Personal automobile 3

These changes apply in both directions, that is, when the unexpected change is both greater than or less than
the underlying cost trends. They can also be extrapolated to unexpected changes greater than 1%.

53




item 7. Continued

Loss and LAE risk factors

The following discussion describes certain critical risk factors that affect the estimation of loss reserves of the
more significant lines of business and provides an explanation for significant changes to reserve estimates in the
preceding three year pericd.

Workers' Compensation

Workers' compensation represents approximately 30% of loss reserves on a net of reinsurance basis. The
coverage provided includes indemnity and medical benefits generally defined by state regulation. Indemnity
benefits compensate the injured worker for wage replacement, while the medical benefits generally provide
unlimited coverage for a work-refated accident for the life of the claimant. Many workers’ compensation claims
are small and are settled within a vear or two of the accident date. However, some of the claims are serious,
resulting in costs that can extend for decades. Therefore, this is considered a long-tail coverage. For workers'
compensation loss reserves net of reinsurance at year-end 2006, approximately 60% are relaled to claims over
five years old, and approximately 40% are related to claims over ten years old.

Important risk factors affecting estimation of loss reserves for workers' compensation include:
Medical cost inflation, including changes in medical technology and treatment procedures
Life expectancy of injured workers

Legislative actions and regulatory interpretations

Changes in the degree of legal involvement in claims setilements

Timing of claims reporting

Adverse loss development for workers' compensation was $22.3, $42.0, $4.2, $9.6 and $8.8 for 2006, 2005,
2004, 2003 and 2002, respectively. The reason for the significant adverse development in 2006 and 2005 is
described below.

During 2005, in response to industry wide development, the Group's claims department reviewed permanent
workers' compensation cases to re-assess life expectancy and medical costs. The review resulted in increases
to loss reserves on approximately 25% of the inventory of approximately 1,200 permanent cases. These
adjustments comprise a substantial part of the $42.0 adverse development for this product line in 2005.

Our ongoing normal review of permanent cases continued in 2006. In addition, increasing medical costs
including greater usage of prescription drugs led to further increased reserves. These two factors contributed to
the adverse development of $22.3 in 2006.

General Liability

This line of business consists of coverages protecting the insured against legal liability resulting from negligence,
carelessness, or a failure to act causing property damage or personal injury to others. General liability is
considered a long-tail line, as it takes a relatively long period of time to finalize and settle claims from a given
accident year. The speed of claim reporting and c¢laim settlement is a function of the specific coverage provided,
the jurisdiction and specific policy provisions. There are numerous components underlying the general liability
product line. Some of these have relatively moderate payment patterns (with most of the claims for a given
accident year closed within 5 to 7 years), while others can have extreme lags in both reporting and payment of
claims. In addition, this line includes asbestos and environmental exposures which are discussed in detail on the
following page.

Defense costs are also a part of the insured costs covered by liability policies and can be significant, sometimes
greater than the cost of the actual paid indemnity amounts. Generally defense costs are outside of policy limits,
meaning that amounts paid are in addition to the indemnity limits provided by the policy.

Important risk factors affecting estimation of loss reserves for general liability include:
+« The reporting lag, that is, the length of time between the event triggering coverage and the actual
reporting of the claim. Claims with longer reporting lags increase uncertainty
e The number of parties involved in the underlying tort action
s  Whether the event triggering coverage is confined to only one time period or is spread over multiple time
periods
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The limits provided by the policy or policies covering the event
Changes in the litigious climate

Unpredictability of judicial decisions regarding coverage issues
The magnitude of jury awards

Qutside counse! costs

(Favorable)/adverse loss development for general liability was $3.7, $8.1, $(0.5), $6.9 and $46.4 for 2006, 2005,
2004, 2003 and 2002, respectively. The adverse development in 2002 is primarily attributed to construction
defect losses as described below.

The Group defines construction defect exposure as liability for allegations of defective work and completed
operations losses from general liability policies involving multiple-units (for example, condos, townhouses,
apartments, or tracts of single family homes), multiple defendants (for example, developers, general contractors,
and/or sub-contractors), usually with multiple defect issues, and often involving mulftiple insurance carriers. Loss
reserves are difficult to estimate for this exposure because of the complexity of the claims and the late reporting
which often occurs many years after the policy term.

In 2002, the Group became aware of exposure to loss from construction defect exposure primarily related to
business written in Arizona, Colorade and Washington in 1998 through 2002. As a result of a study by the
Group's actuaries, underwriters and claims staff, loss reserves were increased which contributed to the adverse
development of $46.4 in 2002.

To mitigate future losses, the Group initiated numerous underwriting actions which included canceilation of
certain policies, restrictions on wriling certain types of policies, and the introduction of endorsements to business
written with potential construction defect exposure. As a result, construction defect losses subsequent to 2002
have been limited.

Commercial Multi-Peri!

Commercial multi-peril provides a combination of property and liability coverage and therefore includes both
short and long-tail coverages. For property coverage, it generally takes a relatively short period of time to close
claims, and thus there is relatively little reserving risk. The reserving risk for this line is dominated by the liability
coverage portion of this product, which is the same as the general liability product described above including
asbestos and environmental exposures which are discussed in detail on the following page.

(Favorable)adverse loss development for commercial multi-peril was $(7.7), $9.8, $1.1, $24.1 and $1.8 for 2006,
2005, 2004, 2003 and 2002, respectively. The adverse development of $24.1 in 2003 is primarily related to
increased asbhestos and environmental reserves as a result of a reserve study compieted that year. The adverse
development of $9.8 in 2005 is primarily attributed to greater loss severity than expected including several large
California claims from business written prior to 1993.

Commercial Umbreila

The Group writes commercial umbrella business with large policy limits. The period of time between the loss
occurrence, the reporting of the claim to the insurer, and the settlement of the claim can extend over many
years. The large policy limits, complexity of claims and the lengthy time period required to reach settlement
increase the uncertainty of loss estimates. Reinsurance is purchased to mitigate the impact of these large
losses.

This line has many of the same characteristics and risk factors as the general liability line described above.
Additional risk factors for this line are the attachment point and limit provided. The attachment point is generally
at least $1.0, and sometimes in excess of $25.0, resulting in a greater reporting lag {and thus more variability)
than that of general liability. The limit provided by commercial umbrella varies from $1.0 up to $25.0. The higher
limit policies create more variability in loss reserve estimates than general liability policies.

Favorable loss development for commercial umbrella was $(29.0), $(11.5), $(5.1), $(15.3} and $(1.2) for 2006,

2005, 2004, 2003 and 2002, respectively. The favorable development is primarily attributed to fewer and less
severe claims than expected on a net of reinsurance basis.
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Commercial Automobhile

The commercial automobile product line is a mix of property and liability coverages and, therefore, includes both
short and long-tail coverages. The payments that are made quickly typically pertain to auto physical damage
(property) claims and property damage {(liability) claims. The payments that take longer to finalize and are more
difficult to estimate reiate to bodily injury claims. In general, claim reporting lags are minor, claim complexity is
not a major issue and the line is viewed as high frequency, low to moderate severity. Overall, the claim liabilities
for this line create a moderate estimation risk. Commercial automobile reserves are typically analyzed in three
components; bodily injury liability, property damage liability and physical damage claims. These last two
components have minimal loss reserve risk.

Important risk factors affecting estimation of loss reserves for commercial automobile include:
s Changes in the frequency and severity of accidents
s Changes in the litigious cfimate
« Unpredictability of judicial decisions regarding coverage issues
s The magnitude of jury awards

(Favorable)fadverse loss development for commercial automobile was $(23.5), $(30.6), $(18.1), $2.0 and $17.0
for 2006, 2005, 2004, 2003 and 2002, respectively. The favorable development in 2004 through 2006 is
primarily attributed to fewer and less severe bodily injury claims than expected. The adverse development in
2002 is due to increased severity partly related to adverse judicial decisions on Ohio uninsured motorists cases.

Personal Automobile

The personal automobile product line has risk factors comparable to the commercial automobile product line
described above. In addition, this line is subject to risk refated to the effectiveness of the no-fault laws that exist
in some states.

(Favorable)/adverse loss development for personal automobile was $(7.1), $(25.9), $0.5, $12.4 and $10.3 for
2008, 2005, 2004, 2003 and 2002, respectively. The favorable development in 2005 and 20086 is primarily
attributed to less loss severity than expected on bodily injury claims. The adverse development in 2002 and
2003 is due to a re-assessment of automobile case reserves during the exit from the New Jersey personal
automobile market beginning in 2002.

Asbestos and Environmentat Liability

In recent years, asbestos and environmental liability claims have expanded greatly in the insurance industry.
Historically, the Group has written small commercial accounts with a focus on contracting business thus the
Group’s exposure to asbestos is related to installers and distributors as opposed to manufacturers.
Consequently, the Group believes it has minima! exposure to the primary defendants involved in major asbeslos
litigation. The Group’s exposure to environmental liability is due to policies written prior to the introduction of the
absolute pollution endorsement in the mid-1980's and to underground storage tanks, mostly from New Jersey
homeowners' policies in recent years. The Group has limited exposure to the national priority list, a list of known
or threatened releases of hazardous substances, pollutants, or contaminants throughout the United States. The
Group also has limited asbestos and environmental exposures related to assumed reinsurance business written
prior to 1980 with small policy limits.

In 2006, 2005 and 2004, respectively, the Group paid loss and LAE of $6.1, $7.3 and $7.0 for asbestos and
environmental claims on a net of reinsurance basis. At year-end 2006 and 2005, asbestos and environmental
reserves net of reinsurance were $94.4 and $95.8, respectively. The Group's thirty-six month (2004 — 2006)
survival ratios, on a net of reinsurance basis, are 14.5 years for asbestos and 13.4 years for environmental
liability.
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LIQUIDITY AND CAPITAL RESOURCES

Cash Flow

Net cash provided by operations was $147.2 in 2006 compared with $267.9 and $270.6 in 2005 and 2004,
respectively. The decline in cash provided by operations is primarily the result of the purchase of company
owned life insurance to help offset the increase in future benefit costs, increased income tax payments, incentive
plan payments and contributions to the Company's retirement plan. The reinsurance recoverable asset
decreased $108.0, primarily related to a reduction in ceded loss reserves, which declined $98.9 during 2006, a
result of favorable development in the commercial umbrella product line and reduced ceded reserve cessions
related to increased Group retention levels. The net cash provided by operations was essentially flat from 2005
to 2004 due primarily to continued decline in paid losses and LAE of $50.3 in 2005, a result of improved loss
experience and $4.9 received from the setlement of IRS examtinations. For more information on the IRS
sefttement, see item 15, Note 3 — Income Taxes, in the Notes to the Consolidated Financial Statements on page
76 of this Annual Report on Form 10-K. The impact of these items were offset by a decline in net premiums
written in 2005 and a decrease in reinsurance freaty funds held of $44.6. The decrease in the reinsurance treaty
funds held is related to withdrawals to pay claims qualified under this contract of reinsurance, which was
terminated on December 31, 2004 and is in run-off.

Investing activities used net cash of $41.6 in 2006, compared to $267.5 in 2005 and $274.4 in 2004. The
reduction of the net cash used in investing of $225.9 primarily relates to a reduction in the cash provided by
operations as discussed above and increased share repurchase activity and shareholder dividends as reflected
in financing activities. Cash used in investing activities during 2005 and 2004 were essentially flat year to year
and consistent with the cash generated from operations.

Total cash used in financing activities was $114.5 in 2006, compared to $198.5 in 2005 and cash provided of
$199.5 in 2004. The increase in the quarterly shareholder dividend and increased repurchase activity of the
Corporation’s common stock over prior year contributed to the cash used in financing during 2006. The primary
uses of cash in financing activities in 2005 related to the repurchase or redemption of the Convertible Notes,
reinstatement of the dividend to shareholders and the repurchase of the Corporation’s common stock pursuant
to the authorized share repurchase program. These uses were partially offset by cash received from the
exercise of stock options. The cash provided in 2004 was primarily the result of the June 2004 Senior Notes
offering that raised approximately $199.0.

Overall, total cash used in 2006 was $8.9, compared with $198.1 in 2005 and cash provided of $195.7 in 2004,
During 2006, the Corporation increased the quarterly shareholder dividend from $0.06 to $0.09 per share and the
Board of Directors approved another share repurchase program. For additional information regarding the
shareholder dividend and the share repurchase program see Part |1, ltem 5 — Market for Registrant's Common
Equity, Related Stockholder Matters and Issuer Purchases of Equity Securities on pages 26-28 of this Annual
Report on Form 10-K.

Over the long term, the Corporation is dependent on dividend payments from its insurance subsidiaries in order
to meet operaling expenses and debt obligations. Insurance regulatory authorities impose various restrictions
and prior approval requirements on the payment of dividends by insurance companies. As of December 31,
2006, approximately $206.0 of statutory surplus was not subject to prior dividend approval requirements.

Off-Balance Sheet Arrangements and Contractual Obligations

As of December 31, 2006 and 2005, the Consolidated Corporation did not have any off-balance sheet
arrangements as defined by Financial Release - 67, "Disclosure in Management's Discussion and Analysis about
Off-Balance Sheet Arrangements and Aggregate Contractual Obligations.”

The following table presents the Consolidated Corporation's obligations to make future payments under
contractual obligations as of December 31, 2006:
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Payments (including interest} Due by Period

More than
Less than Years Years 5

Contractual Obligations Total 1 year 2-3 4-5 years
Losses and benefits for policyholders” $2912.3 $687.3 $899.9 $500.9 $ 8242
Long-term debt** 3116 15.3 30.6 29.2 236.5
Operaling leases 11.7 46 57 14 -
Purchase obligations 13.3 10.5 26 0.2 -
Other long-term liabifities 113.5 90.9 18.9 1.6 2.1
Total contractual cash obligations $3,362.4 $808.6 §957.7 $533.3 $1.062.8

* The amounts presented are estimates of the doltar amounts and time periods in which the Group expects 1o pay its gross loss and LAE reserves. These
amounts are based upon historical payment patterns and do not represent actual contractual obligations. The actual payment amounts and the related timing of
those payments could differ significantly from these estimates. See Item 15, Note 8 - Loss and Loss Reserves, in the Notes to Consolidated Financial
Statements, on pages 84 and 85 of this Annual Report on Form 10-K and discussed separately above.

**Far additional disclosure, see llem 15, Note 15 - Debt, in the Notes to Consclidated Financial Statements, on pages 87 and 88 of this Annual Report on Form
1060

In December 2003, the FASB issued a revised Interpretation No. 46, “Consolidation of Variable Interest Entities”
(FIN 46R), an interpretation of Accounting Research Bulletin No. 51. FIN 46 requires a variable interest entity
(VIE) to be consolidated by the primary beneficiary of the entity if certain criteria are met. The Consolidated
Corporation currently holds an equity investment, representing a 49% interest, in APM Spring Grove, Inc. (APM),
which was deemed a variable interest entity in accordance with FIN 46. As a result, the entity was consolidated
into the Consolidated Corporation's financial statements during the first quarter of 2004, which resulted in a $1.6
(net of tax) charge for the cumulative effect of an accounting change. The Consolidated Corporation's maximum
exposure to loss as a result of its involvement with APM is $2.0. See ltem 15, Note 17 - Variable Interest Entity,
in the Notes to Consolidated Financial Statements, on page 89 of this Annual Report on Form 10-K for further
discussion.

Debt

On February 16, 20086, the Corporation entered into a new revolving credit agreement with an expiration date of
March 16, 2011. Under the terms of this new revolving credit agreement, the lenders agreed to make loans to
the Corporation in an initial aggregate amount of up to $125.0 for general corporate purposes.

During 2005, the Corporation successfully completed the redemption or conversion of its Convertible Notes with
minimal dilution to earnings or book value per share. For additional discussion regarding debt of the
Consolidated Corporation, please refer to ltem 15, Note 15 - Debt, in the Notes to Consclidated Financial
Statements, on pages 87 and 88 of this Annual Report on Form 10-K.

Rating Agencies

Regularly, the financial condition of the Corporation and the Group is reviewed by four independent rating
agencies, A. M. Best, Fitch, Moody's and S&P. These agencies assign ratings and rating outlooks reflecting the
agencies' opinions of the Group's financial strength and the ability of the Corporation to meet its financial
obligations to its debt security holders. Following are the current ratings and rating outlooks of the Corporation
and the Group.

A.M. Best Eitch Moody's S&P
Financial strength rating A- A A3 A-
Senior unsecured debt rating bbb- BBB Baa3 BBB-
Rating outlook Positive Stable Positive Stable

During 2006, the Corporation and the Group received rating upgrades from Fitch and S&P, as well as receiving
rating outlook upgrades from A.M. Best and Moody’s, all of which are reflected in the above table.

Statutory Surplus

Statutory surplus, a traditional insurance industry measure of financial strength and underwriting capacity, was
$1,082.7 at December 31, 2008, compared with $1,004.5 at December 31, 2005. Statutory surplus increased
7.8% from 2005 primarily from statutory net income of the Group, an increase in unrealized gains on equity
securities and elimination of the additional minimum pension liability, partially offset by the payment of $195.0 of
dividends to the Corporation.
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The ratio of net premiums written to statutory surplus is one of the measures used by insurance regulators to
gauge the financial strength of an insurance company and indicates the ability of the Group to grow by writing
additional business. At December 31, 2006, the Group's net premiums written to surplus ratio was 1.3 to 1
compared to 1.4 to 1 in 2005.

The NAIC has developed a "Risk-Based Capital" formula for property and casualty and life insurers. The formula
is intended to measure the adequacy of an insurer's capital given the asset and liability structure and product mix
of the company. As of December 31, 2006 and 2005, all insurance companies in the Group significantly
exceeded the necessary capital requirements.

Reinsurance Programs

The Group maintains several programs that provide reinsurance coverage which is intended to mitigate the
impact of larger losses and catastrophic events. The Group's 2006 property per risk program covers property
losses in excess of $2.0 for each and every risk with g limit of $13.0.

The Group's casualty exposures are reinsured through several contracts. The Casualty Excess of Loss contract
retention is $2.0 with limits of $4.0 per occurrence. This contract covers liability exposures for workers'
compensatlon general liability, personal umbrella and commercial and personal automobile liability. The 1¥ and
2™ Contingency Excess of Loss contracts cover all casuaity Imes with retention of $6.0 and limit of $18.0.
Commercial umbrella exposures are reinsured by the 1* and 2™ Cessions Excess of Loss contracts. These
contracts provide retention of $2. 0 and hmtt of $23.0 per occurrence. Workers' compensation catastrophe
exposures are reinsured with the 1% and 2™ Workers' Compensation Catastrophe Excess of Lass contracts with
retention of $12.0 and limits of $36.0 per occurrence.

The property catastrophe reinsurance program protects the Group against an accumulation of losses arising
from a catastrophe. The 2006 program provides $100.0 of coverage in excess of the Group's $25.0 retention.
Over the last 20 years, only two events triggered coverage under the catastrophe reinsurance program. Both of
these losses exceeded the prior retention amount of $13.0, resulting in significant recoveries from reinsurers.
Reinsurance limits were purchased to cover exposure to catastrophic events having the probability of occurring
approximately every 250 years. During 2006, industry catastrophe models were recalibrated in response to the
2004 and 2005 hurricane seasons. As a result, the reinsurance limits coverage was reduced to a probability of
occurrence in the 150 — 200 year range.

GAI agreed to maintain reinsurance on the commercial lines business that the Group acquired from GAl and its
affiliates in 1998 for loss dates prior to December 1, 1998. GAl is obfigated to reimburse the Group if GAl's
reinsurers are unable to pay claims with respect to the acquired commercial lines business.

The Group purchases reinsurance for its fidelity and surety product lines as well. This program runs from April 1,
2006 to March 31, 2007. The Group’s coverage under this reinsurance program is $10.0 in excess of $5.0 per
occurrence.

Reinsurance contracts do not relieve the Group of their obligations to policyholders. The collectibility of
reinsurance depends on the solvency of the reinsurers at the time any claims are presented, The Group
monitors each reinsurer's financial health and claims settiement performance because reinsurance protection is
an important component of the Consolidated Corporation’s financial plan. Each year, the Group reviews
financial statements and calculates various ratios used to identify reinsurers who no longer meet appropriate
standards of financial strength. "Reinsurers who fail to meet these tests are reviewed and those that are
determined by the Group to have insufficient financial strength are removed from the program at renewal.
Additionally, a large base of reinsurers is utilized to mitigate concentration of risk. The Group also records an
estimated allowance for uncollectible reinsurance amounts as deemed necessary. At December 31, 2006, one
reinsurer accounted for 15.8% of the total reinsurance recoverable. At December 31, 2005, no reinsurer
accounted for more than 15% of the reinsurance recoverable amount. As a result of these measures, amounts
of uncollectible reinsurance have not been significant. For more discussion on the reinsurance recoverable
asset, see lem 15, Note 6 - Reinsurance, in the Notes to Consolidated Financial Statements, on pages 82 and
83 of this Annual Report on Form 10-K.
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item?7. Continued

Effective January 1, 2007, the Group renewed the vast majority of its reinsurance program, with no significant
changes in terms and conditions or reinsurers and with a less than 3.0% increase in the total cost of the

program.

Investment Portfolio
The following table sets forth the distribution and other data of invested assets for the years ended December
31, 2008 and December 31, 2006,

December 31, 2006 December 31, 2005
Average Amortized  Carrying % of Amortized Carmying % of
Rating Cost Value Total Cost Value Total
U.S Government:
Available-for-sale AAA $ 252 % 2541 0.6 $ 258 § 259 0.6
States, municipalities, and political
subdivisions:
Investment grade:
Available-for-sale AA+ 1,388.0 1,408.2 331 1,269.7 1,277.4 30.2
Corporate securities:
Investment grade:
Available-for-sale A 1,407.1 1,445.8 34.0 1,489.0 1,552.4 36.8
Held-to-maturity At 1477 147.7 35 160.1 160.1 38
Below Investment grade:
Available-for-sale BB 75.6 77.9 1.8 65.5 68.5 1.6
Total corporate securities 1,630.4 1,671.4 39.3 1,714.6 1,781.0 42.2
Mortgage and asset-backed
securities:
Investment grade:
Available-for-sale AAA 555.1 555.3 13.0 601.6 601.6 14.3
Held-to-maturity AAA 88.1 88.1 2.1 104.3 104.3 25
Below Investment grade:
Available-for-sale - - - 1.9 1.9 -
Total mortgage and asset-
backed securities 643.2 643.4 15.1 707.8 707.8 16.8
Total fixed income securities 3,686.8 3.748.1 88.1 3,717.9 3,792.1 89.8
Equity securities 2321 458.5 10.8 144.2 375.1 8.9
Cash and cash equivalents 456 45.6 1.1 54.5 54.5 1.3
Total investment portfolio,
cash and cash equivalents $3,964.5 $4,252.2 100.0 $3,9166 $4,221.7 100.0

Included in the available-for-sale category of the mortgage and asset-backed securities allocation at December
31, 2006 are mortgage-backed securities with a cost of $397.3 and carrying value of $397.9. Included in the
available-for-sale category of the mortgage and assetf-backed securities allocation at December 31, 2005 are
mortgage-backed securities with a cost of $415.5 and carrying value of $415.9. The remaining balance within
this category for both 2006 and 2005 are asset-backed securities. All of the securities at both December 31,
2006 and 2005 within the held-to-maturity category of this security allocation are mortgage-backed securities.

Included in equity securities as of December 31, 2006 are common stock with a cost of $135.8 and carrying
value of $360.4 and preferred stock with a cost of $96.3 and carrying value of $98.1. Included in equity
securities as of December 31, 2005 are common stock with a cost of $97.3 and carrying value of $327.9 and
preferred stock with a cost of $46.9 and camrying value of $47.2.
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Item 7. Continued

The fixed income portfolio is allocated between investment grade and below investment grade as follows:

December 31, 2006 December 31, 2005
Amortized  Camrying % of Amortized  Carrying % of
Cost Value Fixed Cost Value Fixed
Total investment grade $3.611.2 $3,670.2 97.9 $3.650.5 $3,721.7 98.1
Total below investment grade 75.6 77.9 21 67.4 70.4 1.9

The fixed income portfolio is allocated hetween avallable-for-sale and held-to-maturity as follows:

Total available-for-sale fixed

income securities $3451.0 §$35123 93.7 $3.453.5 $3,527.7 g93.0
Total held-to-maturity fixed
income securities 2358 2358 6.3 264.4 264.4 7.0

The excess of market value over cost at December 31, 2006 was $287.7 compared with $305.1 at December
31, 2005. The decreass in unrealized gains for 2006 was attributable to declining market values of fixed income
securities as a result of rising interest rates, and the sale of certain equity securities, which had appreciated in
value and had become a significant percentage of the Consolidated Corporation's total common stock portfolio.

The consolidated fixed income portfolio, which for this purpose includes cash equivalents, has an intermediate
duration and a laddered maturity structure. The duration of the fixed income portfolio was approximately 4.8 and
5.2 years as of December 31, 2006 and 2005, respectively. The Consolidated Corporation remains fully invested
and does not time markets.

Fixed income securities are classified as investment grade or non-investment grade based upon the higher of
the ratings provided by S&P and Moody's. When a security is not rated by either S&P or Moody's, the
classification is based on other rating services, inciuding the Securities Valuation Office of the NAIC. The market
value of available-for-sale split-rated fixed income securities (i.e., those having an investment grade rating from
one rating agency and a below investment grade rating from another rating agency) was $22.5 and $35.2 at
December 31, 2006 and 2005, respectively.

Investments in below investment grade securities have greater risks than investments in investment grade
securities. The risk of default by borrowers that issue below investment grade securities is significantly greater
because these borrowers are often highly leveraged and more sensitive to adverse economic conditions,
including a recession or a sharp increase in interest rates. Additionally, investments in below investment grade
securities are generally unsecured and subordinate to other debt. Investment grade securities are also subject
to significant risks, including additional leveraging, changes in control of the issuer or worse than previously
expected operating results. In most instances, investors are unprotected with respect to these risks, the
negative effects of which can be substantial.

Following is a table displaying available-for-sale non-investment grade and non-rated securities in an unrealized
loss position at December 31, 2006 and December 31, 2005, respectively:

Amortized Fair Unrealized

Cost Value Loss

2006 $15.3 $14.8 $(0.5)
2005 $13.6 $13.2 $(0.4)

The majority of mortgage-backed security holdings included in the fixed income paortfolio are in sequential
structures, planned amortization class and agency pass-through securities.

Equity securities are carried at fair market value on the consolidated balance sheets. As a resuit, shareholders’
equity and statutory surplus fluctuate with changes in the value of the equity portfolio. As of December 31, 20086,
the equity portfolio consisted of stocks in a total of 83 separate entities covering all ten major S&P industry
sectors. Of this total, 19.0% was invested in five companies and the largest single position was 4.9% of the
equity portfolio. At December 31, 2005, the equity portfolic consisted of stocks in 60 separate entities covering
all ten S&P industry sectors. Of this total, 24.2% was invested in five companies and the largest single position
was 5.4% of the equity portfolio.
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item 7. Continued

The investment portfolio also includes non-publicly traded securities such as private placements, non-exchange
traded equities and limited partnerships which are carried at fair value. Fair values are based on valuations from
pricing services, brokers and other methods as determined by management to provide the most accurate price.
The carrying value of this portfolio at December 31, 2006 was $229.3 compared to $320.3 at December 31,
2005.

The Consolidated Corporation uses assumptions and estimates when valuing certain investments and related
income. These assumptions include estimations of cash flows and interest rates. Although the Consolidated
Corporation believes the values of its investments represent fair value, certain estimates could change and lead
to changes in fair values due to the inherent uncertainties and judgments involved with accounting
measurements.

FORWARD-LOOKING STATEMENTS

The Corporation publishes forward-looking statements relating to such matters as anticipated financial
performance, business prospects and plans, regulatory developments and similar matters. The statements
contained in this MD&A that are not historical information, are forward-looking statements. The Private
Securities Litigation Reform Act of 1995 provides a safe harbor under the Securities Act of 1933 and the
Securities Exchange Act of 1934 for forward-locking statements. The operations, performance and development
of the Consolidated Corporation’s business are subject to risks and uncertainties, which may cause actual
results to differ materially from those contained in or supported by the forward-looking statements in this report.
The risks and uncertainties that may affect the operations, performance, development and results of the
Consolidated Corporation's business include the following: changes in property and casuzlty reserves;
catastrophe losses; premium and investment growth; product pricing environment; availability of credit; changes
in government regulation; performance of financial markets; fluctuations in interest rates; availability and pricing
of reinsurance; litigation and administrative proceedings; rating agency actions; acts of war and terrorist
activities; ability to appoint and/or retain agents; ability to achieve targeted expense savings; ability to achieve
premium targets and profitability goals, and general economic and market conditions.

item 7A. Quantitative and Qualitative Disclosures about Market Risk

Market Risk Disclosures for Financial Instruments

Market risk is the risk of loss resulting from adverse changes in interest rates. In addition to market rigk, the
Consolidated Corporation is exposed to other risks such as equity price risk, credit, reinvestment and liquidity
risk. Credit risk refers to the financial risk that an obligation will not be paid and a loss will result. Reinvestment
risk is the risk that interest rates will fall causing the reinvestment of interim cash flows to earn less than the
original investment. Liquidity risk describes the ease with which an investment can be sold without substantially
affecting the asset's price. The sensitivily analysis below summarizes only the exposure to market risk and
equity price risk.

The Consolidated Corporation strives to produce competitive returns by investing in a diversified portfolio of
securities issued by high-quality companies.

Market Risk - The Censolidated Corporation has exposure to losses resulting from potential volatility in interest
rates. The Consolidated Corporation attempts to miligate the exposure to interest rate risk through active
portfolioc management, periedic reviews of asset and liability positions and through maintaining a laddered fixed
income portfolio with an intermediate duration. Estimates of cash flows and the impact of interest rate
fluctuations relating to the fixed income investment portfolio are modeled quarterly and reviewed regularly.

Equity Price Risk - Equity price risk can be separated into two elements. The first, systematic risk, is the portion
of a portfolio or individual security’s price movement attributed to stock market movement as a whoie. The
second element, nonsystematic risk, is the portion of price movement unique to the individual portfolio or
security. This risk can be further divided between characteristics of the industry and of the individual issuer. The
Consolidated Corporation attempts to manage nonsystematic risk by maintaining a portfolio that is diversified
across industries and companies.
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Item 7A. Continued

The following tables are presented to demonstrate the sensitivity of the fair value of the Consclidated
Corporation's investment portfolio to changes in interest rates and equity values. The tables illustrate the
hypothetical effect of an increase in interest rates of 100 basis points (1%) and a 10% decrease in equity values
at December 31, 2006 and 2005, respectively. Interest rates or equity values may, in fact, be more volatile in the
future. These rates should not be considered a prediction of future events and actual variability could be greater
or less than the amounts presented. This analysis is not intended to provide a precise forecast of the effect of
changes in interest rates and equlity prices on income, cash flow or shareholders' equity. In addition, the analysis
does not take into account any actions that may be taken to reduce the exposure in response to market
fluctuations.

. Estimated Adjusted Market Value
December 31, 2006 Fair Value as indicated above
Interest Rate Risk:

Fixed income securities $3,7716 $3,609.4
Cash and cash equivalents 45.6 45.6
Equity Price Risk:
Equity securities 430.0 387.0
Total $4.247.2 $4,0420
Estimated Adjusted Market Value
December 31, 2005 Fair Value as indicated above
Interest Rate Risk:
Fixed income securities $3,788.2 $3,501.2
Cash and cash equivalents 54.5 54.5
Equity Price Risk:
Equity securities 375.1 337.6
Total $4.217.8 $3.983.3

Certain assumptions are inherent in the above analysis. An instantaneous and parailel shift in interest rates and
a simultaneous decline of 10% in equity prices at December 31, 2006 and 2005, are assumed. Also, it is
assumed that the change in interest rates is reflected uniformly across all financial instruments. The adjusted
market values are estimated using discounted cash flow analysis and duration modeling.

Item 8. Consolidated Financial Statements and Supplementary Data

See ltem 15 for Index to Consolidated Financial Statements, including the Notes to Consclidated Financial

Statements and the Reports of Independent Registered Public Accounting Firm, and Schedules beginning on

page 66 of this Annual Report on Form 10-K.

ltem 9. Changes In and Disagreements with Accountants on Accounting and Financial Disclosure

None.

Item 9A. Controls and Procedures

(a) Evaluation of Disclosure Controls and Procedures
The Consolidated Corporation’s management, with the participation of the Consolidated Corporation's
Chief Executive Officer and Chief Financial Officer has evaluated the effectiveness of the Consolidated
Corporation’s disclosure controls and procedures, as defined in Rules 13a-15(e) and 15d-15(e) of the
Securities Exchange Act of 1934 as of the end of the period covered by this report. Based upon that

evaluation, the Consolidated Corporation's Chief Executive Officer and Chief Financiat Officer concluded
that these controls and procedures were effective as of December 31, 2006.
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Item 9A. Continued
{b & ¢} Management's Report on Internal Control over Financial Reporting

The management of the Consolidated Corporation is responsible for establishing and maintaining
adequate internal control over financial reporting. The Consolidated Corporation's internal contro!
system was designed to provide reasonable assurance to the Consglidated Corporation's management
and Board of Directors regarding the preparation and fair presentation of published financial statements.

All interna! control systems, no maiter how well designed, have inherent limitations. Therefore, even
those systems determined to be effective can provide only reasonable assurance with respect to
financial statement preparation and presentation.

The Consolidated Corporation’s management assessed the effectiveness of the Consolidated
Corporation’s inlernal control over financial reporting as of December 31, 2006. In making this
assessment, it used the criteria set forth by the Committee of Sponsoring Organizations of the Treadway
Commission (COS0) in Internal Control-Integrated Framework. Based on our assessment, we believe
that, as of December 31, 20086, the Consolidated Corporation’s internal control over financial reporting is
effective based on those criteria.

The Consolidated Corporation's independent registered public accounting firm has issued an audit report
on our assessment of the Consolidated Corporation’s internal control over financial reporting. This
report appears on page 91 of this Annual Report on Form 10-K.

(d) Changes in Internal Control over Financial Reporting
There have been no significant changes in internal control over financial reporting that occurred during

the fourth quarter of 2006, that have materially affected, or are reasonably likely to materially affect, the
Consolidated Corporation's internal control over financial reporting.

Item 9B. Other Information
None

PART lil

Item 10. Directors and Executive Officers of the Registrant

Incorporated by reference and furnished herein from those portions of the Corporation's Proxy Statement for the
Annual Meeting of Shareholders of the Corporation for 2007 under the headings “Election of Directors,” “Other
Matters," "Corporate Governance and Director Independence,” "Shareholder Proposals and Nominations” and
"Section 16(a) Beneficial Ownership Reporting Compliance.” Additionally, incorporated by reference and filed is
the "Corporate Governance" items disclosed on the Corporation's website at www.ocas.com.

The following table provides information for executive officers of the Corporation who are not separately reported
in the Corporation’s Proxy Statement:




Iitem 11. Executive Compensation
Executive Officers of the Registrant

Pasition with Corporation and/or
Principal Occupation or Employment
Name Age During Last Five Years

Keith A. Cheesman 48 Vice President and Controller of the Corporation's insurance
subsidiaries since September 2004. Prior to that, Mr. Cheesman
served as Director of Administration for Kendle International, inc.
from November 2000 to August 2004.

Lynn C. Schoel 38 Senilor Vice President of Human Resources of the Corporation's
insurance subsidiaries since May 2005. Mrs. Schoel served as
Assistant Vice President of Compensation of the Corporation's
insurance subsidiaries from 1999 until her current appointment
as Senior Vice President of Human Resources.

Incorporated by reference and furnished herein from those portions of the Corporation's Proxy Statement for the
Annual Meeting of Shareholders of the Corporation for 2007 under the headings “Director Fees and Other
Compensation,” "Summary Compensation Table,” “All Other Compensation Detail Table,” “Grant of Plan-Based
Awards,” “Outstanding Equity Awards at 2006 Fiscal Year End Table,” “Option Exercises and Stock Vested at
2006 Fiscal Year End Table,” "Pension Benefits for Fiscal Year 2006,” "Non-Qualified Deferred Compensation
Table,” "Report of the Compensation and Development Committee," and "Report of the Audit Committee.” Also
incorporated by reference and filed herein is the portion of the Corporation’s Proxy Statement under the heading
“Compensation Discussion and Analysis.”

ftem 12. Security Ownership of Certain Beneficial Owners and Management and Related Stockholder
Matters

Incorporated by reference and furnished herein from those portions of the Corporation's Proxy Statement for the
Annual Meeting of Shareholders of the Corporation for 2007 under the headings “Principal Shareholders,” and
“Shareholdings of Directors, Executive Officers and Nominees for Election as Director,” and "Equity
Compensation Plans."

Item 13.  Certain Relationships and Related Transactions, and Director Independence

Incorporated by reference and furnished herein from these portions of the Corporation's Proxy Statement from
the Annual Meeting of Shareholders of the Corporation for 2007 under the heading "Corporate Governance and
Director independence.”

ltem 14. Principal Accounting Fees and Services

Incorporated by reference and furnished herein from those portions of the Corporation's Proxy Statement from

the Annual Meeting of Shareholders of the Corporation for 2007 under the heading "Principal Accountant Fees"
and "Policies and Procedures Regarding Pre-Approval of Accountant Fees."
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PART IV
item 15. Exhibits and Financial Statement Schedules

(a) Financial statements and financial statement schedules required to be filed by Iltem 8
of this Form and Regulation $-X

(1) The following financial statements are included herein:

Page Number
in this Report
Consolidated Balance Sheels at December 31, 2008 and 2005 67
Consolidated Statements of Income for the years ended
December 31, 2006, 2005 and 2004 68
Consolidated Statements of Shareholders’ Equity for the years
ended December 31, 2006, 2005 and 2004 69
Consolidated Statements of Cash Flows for the years ended
December 31, 2006, 2005 and 2004 70
Notes to Consolidated Financial Statements 71-89
Reports of Independent Registered Public Accounting Firm 90-91
(2) The following financial statement schedules are included herein:
Schedule| - Consolidated Summary of Investments Other
than Investments in Related Parties at December 31, 2006 93
Schedule Il - Condensed Financial Information of Registrant
for the years ended December 31, 2006, 2005 and 2004 94
Schedule il - Consolidated Suppliementary Insurance
information for the years ended December 31, 2006, 2005 and 2004 95-97
Schedule IV - Consolidated Reinsurance for the years ended
December 31, 2006, 2005 and 2004 98
Schedule V - Valuation and Qualifying Accounts for the years
ended December 31, 2006, 2005 and 2004 99
Schedule VI - Consolidated Supplemental Information
Concerning Property and Casualty Insurance Operations for
the years ended December 31, 2006, 2005 and 2004 100
{b) Exhiblts.

See Index to Exhibits on pages 101 and 102 of this Annual Report on Form 10-K.
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item 15. Continued

Ohio Casualty Corporation & Subsidiaries
CONSOLIDATED BALANCE SHEETS

December 31 (in miilions, except share data) 2006 20056
Assets
Investments:
Fixed income securities:
Available-for-sale, at fair value
(amortized cost: $3,451.0 and $3,453.5) 35123 § 3,527.7
Held-to-maturity, at amortized cost
(fair value: $230.8 and $260.5) 235.8 264.4
Equity securities, at fair value
{cost: $232.1 and §144.2) 458.5 3751
Total investments 4,206.6 4,167.2
Cash and cash equivalents 45.6 54.5
Premiums and other receivables, net of allowance 316.0 309.2
Deferred policy acquisition costs 150.2 153.7
Property and equipment, net of accumulated depreciation 80.5 80.1
Reinsurance recoverable, net of allowance 633.8 741.8
Agent relationships, net of accumulated amortization 96.9 109.7
Interest and dividends due or accrued 51.2 55.0
Deferred tax asset, net - 14.8
Other assets 117.8 77.1
Total assets 56986 5,763.1
Liabilities
Insurance reserves:
Losses 23904 % 2,435.0
Loss adjustment expenses 521.9 511.8
Unearned premiums 663.0 679.6
Debt 199.6 200.4
Reinsurance treaty funds held 117.6 150.4
Deferred tax liability, net 7.2 -
Other liabilities 243.2 359.5
Total liabilities 4,142.9 4,336.7
Shareholders’ Equity
Common stock, $.125 par value
Authorized shares: 150,000,000
Issued shares: 72,418,344 and 72,418,344 9.0 9.0
Additional paid-in capital 25.4 18.8
Accumulated other comprehensive income 194.1 178.0
Retained earnings 1,559.5 1,360.6
Treasury stock, at cost:
(Shares: 12,095,652 and 9,137,208) (232.3) (140.0)
Total shareholders’ equity 1,5556.7 1,426.4
Total liabilities and shareholders' equity 56986 % 5,763.1

See notes to consolidated financial statements
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Ohio Casualty Corporation & Subsidiaries
CONSOLIDATED STATEMENTS OF INCOME

Year ended December 31 (in millions,

except share and per share data) 2006 2005 2004
Premiums and finance charges earned $ 14240 § 14536 $ 14466
Investment income, less expenses 208.7 201.4 201.2
Investment gains realized, net 43.6 474 23.0
Total revenues 1,676.3 1,702.4 1,670.8
Losses and benefits for policyholders 736.5 752.3 777.6
Loss adjustment expenses 157.0 1565.0 158.7
General gperating expenses 454.6 475.2 503.7
Write-down and amontization of agent relationships 12.8 12.3 20.6
Amortization of deferred policy acquisition costs 329.5 338.3 365.2
Deferral of policy acquisition costs {326.0) {332.2) (355.7)
Depreciation and amortization expense 1.1 11.8 13.2
Loss on retirement of convertible debt, including
debt conversion expenses - 9.0 1.0
Total expenses 1,375.5 1,421.7 1,484.3
Income before income taxes and cumulative
effect of an accounting change 300.8 280.7 186.5
Income tax expense:
Current 69.5 61.3 50.0
Deferred 13.0 8.7 6.5
Total income tax expense 82.5 68.0 56.5
Income before cumulative effect of an accounting change 218.3 2127 130.0
Cumulative effect of an accounting change, net of tax - - (1.6)
Net income $ 2183 § 2127 § 128.4

Average shares outstanding - basic

61,955,855 63,450,123 61,509,128

Earnings per share - basic
Net income, per share

$ 352 § 335 §

2.09

63,392,717 67,194,425 71,508,519

Average shares outslanding - difuted

Earnings per share - diluted
Net income, per share

$ 34 5 319 §

1.89

See notes to consolidated financial statements
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Item 15. Continued

Ohio Casualty Corporation & Subsidiaries
CONSOLIDATED STATEMENTS OF SHAREHOLDERS' EQUITY

Accumulated
Additional other Total

{in millions, except share Common paid-in comprehensive Retained Treasury shareholders®
and per share data) stock capital income earnings stock equity
Balance,
January 1, 2004 $ 9.0 $ - % 2547 § 10334 $§ (1513) § 1,145.8
Net income 128.4 128.4
Change in unrealized gain, net of deferred

income tax expense of $2.0 2.9 2.9
Change in minimum pension liability, net of

deferred income tax expense of $0.8 1.5 1.5
Comprehensive income 132.8
Net issuance of restricted stock (55,284 shares) (0.5} 0.7 0.2
Net issuance of treasury stock (1,196,802 shares) 0.2 15.9 16.1
Balance,
December 31, 2004 $ 9.0 § - % 2591 $ 11615 $ (1347) § 1,204.9
MNet income 212.7 212.7
Change in unrealized gain, net of deferred

income tax benefit of $43.7 (80.9) {(80.9)
Change in minimum pension liability, net of

deferred tax benefit of $0.1 (0.2) 0.2
Comprehensive income 131.6
Net issuance of restricted stock (101,828 shares) 1.3 1.5 28
Uneamed stock compensation {2.1) (2.1)
Net issuance of treasury stock {1,180,699 shares) 6.3 15.4 21.7
Repurchase of treasury stock (1,516,105 shares} {39.5) (39.5)
Cash dividends paid {$0.18 per share) (11.5) (11.5)
Issuance of common stock pursuant to

Convertible Note Transaction {See Note 15) 11.2 17.3 28.5
Balance,
December 31, 2005 $ 890 $ 188 § 1780 §$ 1,3606 $ (140.0) $ 1,426.4
Net income 218.3 218.3
Other comprehensive income, net of tax

Change in unrealized gain, net of deferred

income lax benefit of $6.6 {13.1} {13.1)
Change in minimum pension liability, net of
deforred tax benefit of $14.7 27.1 27.1

Comprehensive income 232.3
Adjustment to initially adopt new accounting

standard for employee benefit plans, net of

deferred tax liability of $1.0 2.1 2.1
Net issuance of restricted stock (19,388 shares) 1.0 0.3 1.3
Uneamed stock compensation (2.9} 29 -
Stock based compensation, including income

tax benefit of $2.2 8.7 8.7
Net issuance of treasury stock (485,564 shares) {0.2) 17 7.5
Repurchase of treasury stock (3,463,396 shares) (100.3) {100.3)
Cash dividends paid {$0.36 per share) {22.3) (22.3)
Balance,
December 31, 2006 $ 90 § 254 § 1941 § 1,559.5 § (232.3) ¢ 1,555.7_

See notes to consolidated financial statements
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Ohio Casualty Corporation & Subsidiaries
CONSOLIDATED STATEMENTS OF CASH FLOWS

Year ended December 31 (in millions) 2006 2005 2004
Cash flows from Operating Activities:
Net income $ 2183 § 2127 § 128.4
Adjustments to reconcile net income to net cash
provided by operations:
Changes in:
Insurance reserves (51.1) 154.5 141.1
Reinsurance treaty funds held (32.8) {44.6) 445
Income taxes 8.7 14.3 12.0
Premiums and other receivables {6.8) 41.6 (2.9)
Deferred policy acquisition costs 35 6.1 9.5
Reinsurance recoverable 108.0 (75.3) (73.8)
Other assets (40.4) (29.5) {13.5)
Other liabilities (48.8) (4.2) 13.2
Loss on retirement of convertibie debt, including
debt conversion expenses - 9.0 1.0
Excess tax benefits on stock-based compensation - 4.1 -
Stock-based compensation expense 8.3 25 0.3
Write-down and amortization of agent relationships 12.8 123 20.6
Depreciation and amaortization 111 11.8 13.2
Investment gains realized, net {43.6) (47.4) {23.0)
Net cash provided by operating activities 147.2 267.9 270.6
Cash Flows from Investing Activities:
Purchases of securities:
Fixed income, available-for-sale (853.5) {1,5621.9) (1,702.3)
Fixed income, held-to-maturity (0.5) {0.9) (1.9)
Equity {151.9) (57.5) (43.3)
Proceeds from sales of securities:
Fixed income, available-for-sale 718.7 1,112.6 1,262.5
Equity 108.0 51.7 56.8
Proceeds frorn maturities and calls of securities:
Fixed income, available-for-sale 121.6 121.4 103.6
Fixed income, held-to-maturity 27.6 359 53.3
Equity - - 34
Property and equipment:
Purchases (12.2) (10.7) (8.3)
Sales 0.6 1.9 1.8
Net cash used in investing activities (41.6) (267.5) (274.4)
Cash Flows from Financing Activities:
Debt:
Repayments {0.7) (160.3) (13.0)
Proceeds from the issuance of senior notes - - 199.3
Payment of issuance costs - - (1.3)
Payment for deferred financing cost {0.5) - -
Loss on retirement of convertible debt,
including conversion expense - {3.6) (0.6)
Proceeds from exercise of stock options 5.8 15.8 15.1
Repurchase of treasury stock {98.7) {38.9) -
Excess tax benefits on stock-based compensation 1.9 - -
Dividends paid to shareholders (22.3) (11.5) -
Net cash (used in) provided by financing activities (114.5) {198.5) 199.5
Net (decrease)/increase in cash and cash equivalents (8.9) {198.1) 195.7
Cash and cash eguivalents, beginning of year 54.5 252.6 56.9
Cash and cash equivalents, end of year $ 456 § 545 § 2526
Additional disclosures:
Interest and related fees paid $ 149 § 197 § 17.0
Income taxes paid, net of refunds 71.8 49.0 44.5

See nolas to consolidated financial statements
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Notes to Consolidated Financial Statements

(All dolfars in millions, except share and per share data, unless otherwise stated)

NOTE 1 - Summary of Significant Accounting Policies
A. Nature of Business

Ohio Casualty Corporation (the Corporation) is the holding
company of The Ohio Casually Insurance Company (the
Company), which is one of six property-casualty insurance
companies that make up Ohio Casualty Group (the Group),
collactively the "Consolidated Corporation.” The primary
products sold consist of insurance for persenal auto,
homeowners, commercial property, commercial auto,
workers' compensation and other miscellaneous fines. The
Group operates through the independent agency system in
over 40 states, with 28.3% of its 2006 net premiums written
generated in the states of New Jersey (11.0%),
Pennsylvania (9.8%) and Kentucky (8.5%).

B. Principles of Consolidation
The consolidated financial statements have been prepared

on the basis of U.S. generally accepted accounting
principles and include the accounts of the Corporation and
its subsidiaries (the Company, West American Insurance
Company, Ohio Security Insurance Company, American Fire
and Casualty Company, Avomark insurance Company and
Ohio Casualty of New Jersey, Inc.}). In accordance with the
provisions of Statement of Financial Accounting Standard
(SFAS} Interpretation 46R (FIN 46R) a variable interest entity
has also been included in the consolidated financial
statements of the Consolidated Corporation. See Note 17
for further details on the variable interest entity. All
significant inter-company transactions have been eliminated.
Certain reclassifications have been made to prior years to
conform to the current year's presentation.

C. Investments

Fixed income securiies are classified into either the held-to-
maturity category, the available-for-sale category or the
trading category. Fixed income securities classified as held-
to-maturity are carried at amortized cost because
management has the ability and positive intent to hold the
securiies until maturity. Available-for-sale securities are
those securities that are not classified as sither held-to-
maturity or trading securities. Available-for-sale securilies
are reported at fair vatue, with unrealized gains and losses
excluded from eamings and reported as a component of
accumulated other comprehensive income, net of deferred
tax. Premiums and discounts on fixed income securities are
amontized or accreted using the interest method; mortgage
and asset-backed securities are amortized over a period
based on estimated future principal payments, including
prepayments. Prepayment assumgptions are reviewed
periodically and adjusted to reflect actual prepayments and
changes in expectations. Variations from prepayment
assumptions will affect the life and yield of these securities.
Fair values of fixed income securities are determined on the
basis of dealer or market quotations or comparable
securities on which quotations are available. Equity
securities are calegorized as available-for-sale and are
carried at quoted market values and include nonredeemable
preferred stocks and common stocks.

71

The Consclidated Corporation regularly evaluates all
investments based on current economic conditions
{including the interest rate environment), credit loss
experience and other specific developments. The
Consolidated Corporation monitors the difference between
the cost and estimated fair value of investments to determine
whether a decline in value is temporary or other than
temporary in nature. The assessment of whether a decline
in fair value is considered temporary or other than temporary
includes management's judgment as to the financial position
and future prospects of the entity issuing the security as well
as management's intent related to its ability to hold the
security. If a decline in the fair value of a security is
determined to be other than temporary, it is treated as a
realized loss and the cost basis of the security is reduced to
its then estimated fair value.

Realized gains or losses on disposition of investments
are determined on the basis of the cost or amortized cost of
spacific investments sold on the trade date basis.

See Note 2 for further details regarding investments.

D. Fair Value of Financlal Instruments

The carrying amounts of the Consolidated Corporation’s
financial instruments include cash and cash equivalents
which approximate fair value at December 31, 2006 and
2005. The fair value of the Senior Notes is based on quoted
market prices. As of December 31, 20086, the fair value and
carrying value of the Senior Notes was $214.6 and $198.0,
respectively. As of December 31, 2005, the fair value and
carrying value of the Senior Notes was $213.8 and $197.7,
respectively,

E. Premiums

Property and casualty insurance premiums are eamned
principally on a monthly pro rata basis over the term of the
policy; the premiums applicable to the unexpired terms of the
policies are included in uneamed premium reserve.,
Premiums receivable represents amounts due on insurance

- policies. The premiums receivable balance is presented net

of bad debt altowances of $1.5 and $4.2 at December 31,
20086 and 2005, respectively.

F. Deferred Policy Acquisition Costs

Acquisition costs incurred at policy issuanca net of
applicable reinsurance ceding commissions are deferred and
amortized over the term of the policy in order to facilitate a
matching of revenues and expenses. Acquisition costs
which are deferred consist principally of commissions,
premium taxes, salaries and certain other underwriting
expenses that vary directly with the acquisition of insurance
contracts. Quarterly, an analysis of the deferred policy
acquisition costs is performed in relation to the expected
recognition of revenues including investment income to
determine if deferred costs can be recovered through future
revenue streams. No recoverability issues were indicated in
the periods presented. Amortization of deferred policy
acquisition costs was $329.5, $338.3 and $365.2 for the
years ended December 31, 2006, 2005 and 2004,
respectively. The unamortized portions of defarred policy




acquisition costs at December 31, 2006 and 2005 was
$150.2 and $153.7, respectively.

G. Property and Equipment

Property and equipment are carried at cost less accumulated
depreciation of $183.0 and $177.2 at December 31, 2006
and 2005, respectively. Depreciation is computed principally
on the straight-line method over the estimated useful lives of
the assets. Buildings are depreciated over an estimated
useful life of 32 years; furmiture and equipment over a three
to seven year useful life. Depreciation expense was $6.4,
$7.3 and $8.9 in 2006, 2005 and 2004, respectively.

H. Internally Developed Software
In accordance with Statement of Pesition (SOP) 98-1,

*Accounting for the Costs of Computer Software Developed
or Obtained for Infernal Use,” the Group capitalizes costs
incurred during the application development stage for the
development of intemal-use software. These costs primarily
relate to payroll and payroll-related costs for employees
along with costs incurred for external consultants who are
directly associated with the intermal-use software projects.
Costs such as maintenance, training, data conversion,
overhead and general and administrative are expensed as
incurred. Management believes the expected future value of
the assets exceeds the carrying value. Management
evaluates the assets on an annual basis for impairment.
The costs associated with the software are amortized on a
straight-line basis over an estimated useful life ranging from
five to ten years commencing when the software is
substantially complete and ready for its intended use.
Capitalized software costs and accumulated amortization in
the consolidated balance sheets were $65.6 and $20.6 at
December 31, 2008, and $58.5 and $15.9 at December 31,
2005, respectively. Amortization expense was $4.7, $4.5
and $4.3 in 2006, 2005 and 2004, respactively.

. Agent Relationships
The agent relationships asset is an identifiable intangible

asset acquired in connection with the 1998 Great American
Insurance Company (GAl) commercial lines acquisition. The
asset represents the excess of cost over the fair value of net
assels acquired. Agent relationships are amortized on a
straight-line basis over a twenty-five year period. Agent
relationships are evaluated quarterly in accordance with
SFAS 144 "Accounting for the Impairment or Disposal of
Long-Lived Assets," as events or circumstances, such as
cancellation of agents, indicate a possible inability to recover
their carrying amount. Such evaluation is based on various
analyses, including cash flow and profitability projections that
incorporate, as applicable, the impact on existing company
businesses. The analyses involves significant management
judgments to evaluate the capacity of an acquired agent
relationship to perform within projections. If future projected
undiscounted cash flows are insufficient to recover the
carrying amount of the asset, an impairment loss is
recognized in eamings in the then current period. See Note
13 for further details regarding the agent relationships asset.

J. Loss Reserves
The reserves for unpaid losses and loss adjustment
expenses {LAE) are based on estimates of ultimate claim
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costs, including claims incurred but not reported (IBNRY),
salvage and subrogation and inftation without discounting.
For reported losses, a case reserve is established within the
parameters of coverage provided in the insurance policy.
Reserves are reviewed quarterly using generally accepted
actuarial techniques and any resulting adjustments are
reflected in the then current earnings. The estimates are
developed using the facts in each case, experience with
similar cases and the effects of current developments and
anticipated trends. Accordingly there can be no assurance
that the ultimate liability will not vary significantly from such
estimates. See Note 8 for further details regarding loss
reserves.

K. Relnsurance

In the normal course of business, the Group seeks to
diversify risk and reduce the loss that may arise from
catastrophes or other events that cause unfavorable
underwriting results by reinsuring certain levels of risk in
various areas of exposure with other insurance enterprises
or reinsurers. The Group records its ceded reinsurance
transactions on a gross basis by recording an asset as
reinsurance recoverable for estimates of paid and unpaid
losses, including estimates for losses incurred but not
reported. The Group evaluates the financial condition of its
reinsurers and monitors concentrations of credit risk to
minimize exposure to significant losses from reinsurer
insclvencies. To the extent that any reinsuring companies
are unable to meet obligations under the agreements
covering the reinsurance ceded, the Group would remain
liable. Amounts recoverabie from reinsurers are calculated
in a manner consistent with the reinsurance contract and are
reported net of an allowance of $3.7 as of December 31,
2006 and 2005, respectively. Under the reinsurance
program in effect prior to January 1, 2005, the Group is also
required to maintain a reinsurance treaty fund as stipulated
by the first layer casuaity treaty. Under this program, the
Group deposited premium into the fund and made
withdrawals to pay claims that qualify for that contract of
reinsurance. Interast from the securities held in the fund is
shared with the reinsurers. The securities heid by the fund
are recorded as assets with a comesponding liability on the
Consolidated Corporalion’s balance sheets. The ceded
reinsurance transactions are recorded in the same manner
as all other cessions. See Note 6 for further details
regarding reinsurance.

L. Income Taxes

The Consolidated Corporation files a consolidated faederal
income lax return. The Consolidated Corporation records
deferrad tax assets and liabilities based on temporary
differences between the financial statement and tax basis of
assets and liabilittes using enacted tax rates in effect in the
year in which the differences are expected to reverse. The
principal assets and liabilities giving rise to such differences
are net unrealized gains/losses on securities, loss reserves,
unearned premium reserves, deferred policy acquisition
costs, post retirement benefits and accruals not currently
deductible. The Consolidated Corporation reviews its
deferred tax assets for recoverability. At December 31, 2006
and 2005, the Consclidated Corporation was able to
demonstrate that the benefit of its deferred tax assets is fully



realizable and, therefore, no valuation allowance is required.
See Note 3 for further details regarding income taxes.

M. Share Based Compensation
Effective January 1, 2006, the Cansolidated Corporation

began accounting for stock based incentive programs under
SFAS 123(R), "Share-Based Payment.” SFAS 123(R)
superseded Accounting Principles Board (APB) Opinion No.
25, “Accounting for Stock Issued to Employees,” and
amends SFAS No. 95, “Statement of Cash Flows.” SFAS
123(R) requires all share-based payments to employees,
including grants of employee stock options, be recognized
as compensation expense in the income statement at fair
value. Pro forma disclosure is no longer an altermnative. See
Note 5 regarding additional information on the adoption of
SFAS 123(R). In 2005 and 2004, the Consolidated
Corporation accounted for stock based compensation issued
to employees in accordance with APB No. 25. Under APB
25, the Consolidated Corporation recognized expense based
on the intrinsic value of stock based compensation. Had the
Consolidated Corporation adopted the income statement
recoghition requirements of SFAS 123 "Accounting for Stock
Based Compensation,” the Consolidated Comporation's net
income and eamings per share would have been reduced to
the pro forma amounts disclosed below:

2005 2004

Net income

As reporied: $292.7 $1284
Add: Stock-based employee

compensation reported in

net income, net of

related tax effect 16 0.3
Deduct: Total stock-based

employee compensation,

nel of related tax effects 58 6.4

Pro Forma: $208.5 $122.3
Basic EPS

As reported: $3.35 $2.09

Pro Forma: $£3.29 $1.99
Average shares outstanding -

basic 63,450,123 61,509,128
Diluted EPS*

As reported: $3.19 $1.89

Pro Forma $313 $1.81
Average shares ouistanding —

diluted 67,194,425 71,508,519

*Diluted EPS has been adjusted for the effect of EITF Issue No. 04-8 In 2005
and 2004, Ses Note 2 for more details.

N. Insurance Assessments

Tha Group accrues a liability for insurance related
assessments in accordance with SOP 97-3 "Accourting by
Insurance and Other Enterprises for Insurance-Related
Assessments.” As of December 31, 2006 and 2005, the
undiscounted liability for these assessments was $13.1 and
$11.9, respectively. A portion of these assessments are
recolpable by the Group based upon premium tax credits or
policyholder surcharges. In accordance with SOP 97-3, the
Group has established an asset of $4.0 and $3.7 at
December 31, 2006 and 2005, respectively. These amounts
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are expected to be realized in the near future as premium tax
cradits are used on the tax retumns for the respective states
and/or policyholder surcharges are collected.

0. Earnings Per Share
Eamings per share of common stock is calculated in

accordance with the provisions of SFAS 128 "Earnings per
Share” and is presented using basic and diluted eamings per
share. Basic earnings per share is calculated using the
weighted average number of common stock shares
outstanding during the period. Diluted earnings per share
includes the effect of the assumed exercise of dilutive
common stock options, the effects of eamed stock based
compensation and for 2005 and 2004, the convertible debt
impact based upon the "if-<converted” method as prescribed
in Emerging tssues Task Force {EITF) 04-8. See Note 9 for
the impact of EITF 04-8 on years 2005 and 2004,

P. Adoption of SFAS 158
In December 2006, the Consolidated Corporation adopted

the recognition and disclosure provisions of SFAS 158
"Employers’ Accounting for Defined Benefit Pension and
Cther Postretirement Plans an amendment of SFAS
Statements No. 87, 88, 106 and 132(R)." See Nole 4 for
additiona) discussion relating to this adoption.

Q. Cash and Cash Equivalents

Cash equivalents are comprised of highly iquid investments
that are readily convertible into known amounts of cash.
Such investments have maturities of 90 days or less from the
date of purchase. As of December 31, 2006 and 2005, the
Group had $0.8 and $3.7, respectively, of cash held in
escrow or otherwise subject to withdrawal restrictions.

R. Use of Estimates

The preparation of financial statements in conformity with
LS. generally accepted accounting principles requires
management to make estimates and assumptions that affect
the reported amounts of assets and liabilities and disclosure
of contingent assets and liabilities at the date of the financial
statements, and the reported amounts of revenues and
expenses during the reporting period. Actual resulls could
differ from those estimates.

NOTE 2 - Investments
Investment income is summarized as follows:

2006 2005 2004

Investment income from:;

Fixed income securities $209.4 $207.3 $208.3

Equity securities 124 96 9.1

Cash equivalents 2.0 3.2 24
Total investment income 2238 2201 219.8
Investment expenses 151 18.7 18.6
Investment income, less

expenses $208.7 $201.4 $201.2

The gross realized gains and losses were as follows:




Gross Gross Net

Realized Realized Realized

Dacember 31 Gains {Losses) Gains
2006 $63.6 ${20.0} $43.6

2005 636 (16.2) 474

2004 50.6 {(27.6) 230

Included in realized losses were the write-down of
securities for other than temporary declines in market value
of $13.4, $2.4 and $8.7, in 2006, 2005 and 2004,
respectively.

During 2003, the Consolidated Corporation transferred
$368.8 of its fixed income securities from the available-for-
sale category into the held-to-maturity category at fair value,
which resulted in a $20.9 unrealized holding gain. The
remaining unamortized unrealized holding gain of $7.8 and
$10.1 as of December 31, 2006 and 2005, respectively, is
retained in accumulated other comprehensive income and in
the carrying value of the held-to-maturity securities. This
unrealized holding gain is being amortized over the
remaining life of the securities. This transfer was made as
the Consolidated Corporation had both the ability to hold
investments to maturity and the positive intent to do so. As
of December 31, 2006 and 2005, the amortized cost of the
held-to-maturity portfolio was $235.8 and $264.4,
respectively. The reduction for the year was a result of
scheduled payments and maturities on the securities held in
this classification.

Changes in unrealized (lossesygains on investments in
securities are summarized as follows:

2006 2005 2004

Change in unrealized (losses)gains:

Fixed income securities $15.2) §(978) s(1.7)

Equity securities 4.5 (27.6) 74

Cash equivalents - 08 {0.8)

Deferred tax benefit/{expense) 6.6 437 (2.0)
Change in net unrealized

{losses)/gains $(13.1)  $(80.9) $29

The amortized cost and estimated fair values of
investments in available-for-sala fixed income securities,
equity securities (common and preferred stock) and cash
and cash equivalents are as follows:

Gross Gross Estimated
Amortized  Unreatized  Unrealized Fair
2006 Cost Gains {Losses) Value
Fixed income
securities:
U.S. Government $ 252 $ 02 $(0.3) $ 254
States, municipalities
and pofitical
subdivisions 1,388.0 212 {1.0) 1,408.2
Corporate securities 1482.7 463 {5.3) 1,523.7
Mortgage and asset-
batked securilies:
LLS. Government
Agency 149 . . 149
Other 540.2 25 (2.3) 540.4
Subtotal 34510 70.2 8.9) 35123
Equity securities 2321 m.7 (1.3) 4585
Cash and cash
equivalents 45.6 - - 45,6
Tolal $3,728.7 $297.9 ${(10.2) $4,016.4
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Gross Gross Estimated
Amortized  Unreglized  Unrealized Falr
2005 Cost Gaing {Losses) Value
Fixed income
securities:
L).S. Govemnment § 258 $ 03 $ 102 $ 259
States, municipalities
and political
subdivisions 1,269.7 112 (3.5) 1,277.4
Corporate securities 1,554.5 722 (5.8} 16209
Mortgage and asset-
backed securifies:
U.S. Govemment
Agency 335 0.1 {0.4) 332
Other 570.0 41 {3.8) 570.3
Subiotal 34535 879 (13.7) 3527.7
Equity securities 144.2 2323 (1.4) 3751
Cash and cash
equivalents 54.5 - - 54.5
Total $3,652.2 $320.2 $(15.1) $3,957.3

The amortized cost and estimated fair values of
investments in held-to-maturity securities are as follows:

Gross Gross Estimated
Amortized  Unrealized  Unrealized Fair
2006 Cost Gains (Losses) Value
Fixed income
securifies:
Corporate securities $147.7 $14 $(4.3) §144.8
Marigage-backed
securities 88.1 - (2.1) 86.0
Total $235.8 $14 $(6.4) $230.8
Gross Gross Estimated
Amortized  Unrealized  Unrealized Fair
2005 Cost Gains (Losses) Value
Fixed income
securities:
Corporate securities $160.1 $18 $(4.0) $157.9
Mortgage-backed
securities 104.3 0.2 (1.9} 102.6
Total $264.4 $2.0 $(5.9} $260.5

For securities in an unrealized loss position, the
Consolidated Corporation evaluates the difference between
the costfamortized cost and estimated fair value of the
security to determine whether a decling in value is temporary
or other than temporary in nature. Securities that had a
relatively high degree of decline in value andfor securities
that had been in unrealized loss positions for longer,
continuous periods of time are more closely reviewed. This
assessment includes many factors such as the issuing
entity's financial position, financial flexibility, future
prospects, management competence, and industry
fundamentals. Based on this review, the Consolidated
Carporation makes a judgment as to whether the decline in
value is temporary or other than temporary.

The following table summarizes, for all securities in an
unrealized loss position, the gross unrealized loss by the
langth of time the securities have continuously been in an
unrealized loss position as of December 31:




2006 that unreatized losses on these securities were temporary
Available-for-sale securities with unrealized losses: declines in value at December 31, 2006. In the table above,
Less than 12 months 12 manths or longer Total there are approximately 308 securities represented. Of this
FairValue Unredlized  FairValue Umsalized  FairVae Umealzed  tofal, 19 securities have unrealized loss positions greater
oed coma (Losses) (Losses) (o9 than 5% of their market values at December 31, 2008, with
securifies: none exceeding 20%. This group represents $3.0, or 18% of
U.S. govermment § 175 $(0.3) $ - $ - $ 116 ${0.3  the total unrealized loss position. Of this group, ten
ﬁ‘;e‘j‘én"d‘ﬁ';‘; securities representing approximately $1.9 in unrealized
sutxdivisions 854 03) 09 o0 1660 wn losses have been in an unrealized loss position for less than
Comerale secwites 1750 {21 1155 32) 205 ¢33  twelve months. Of the remaining nine securities in an
Mortgage and unrealized loss position for longer than twelve months
3ssar backad w4 o8 w5 s gy lotaling $1.1, management believes they will recover the cost
Show 01 G5 323 G4 71924 @  basis of these securities, and has both the intent and ability
Equity securiies 257 {1.0) 104 (6.3} %1 13y  to hold the securities until they mature or recover in value.
Taiz! $495,8 $(4.5) $332.7 ${5.7) $8280.5  $(10.2) All securities are monitored by portfolio managers who
. consider many factors, as described above, when evaluating
Held-to-maturity securities with unrealized losses: whether the decline in fair value is temporary. In addition,
Less than 12 months 12 months of longer __Totd management considers whether it is probable that all
Fair Vate e Favvabe U(’[f;f:;’ Fair Value U‘mﬁ contract terms of the security will be satisfied and whether
Fixed income the unrealized loss position is due to changes in the interest
sucurities: - rate environment. Should management subsequently
m:‘:::;";m $- $- §62 s4y  $162 S conclude the decline in fair value is other than temporary,
cecurifies ) . 7o 2.4) na ) the boo!( value of t.he security is wr_itten _down to the !hen fair
Total s - % - $1872 $64)  §181.2 $5.4) v?ltle w1tl: the; _reanzed loss recognized in the consolidated
statements of income.
2005 Gross gains of $6.0, $20.7 and $11.8 and gross losses
Available-for-sale securities with unrealized losses: (including impairments) of $19.0, $14.2 and $27.5 were
Less than 12 months _ _ 12 months or langer Tolal realized on fixed income securities in 2006, 2005 and 2004,
Far Value Unrealized  FairValue Unrealized  FairValue Unreakized respectively.
Fred ncom {Losses) {Losses) | {Losses) The Group is required to hold investments on deposit
securities: with regulatory authorities in various states. As of December
L1.5. govemment $ 163 $(02 L s - $ 163 3@z 31,2006 and 2005, these investments had a fair value of
States, ";“"‘f?aa’l' $51.6 and $53.8, respectively.

Isu:sbd:?isiop:sm 417 (3.3 139 {0.3) 416 (35) The amortized cost and estimated fair value of fixed
Corporate securiies 2781 53 172 (05) 286.3 58  income securities at December 31, 2008, by contractual
Morigage and maturity are shown below. Actual maturities will differ from

mﬂ;::_*ﬂ' contractual maturities because borrowers may have the right

Government 285 0.4 L ) 285 o4 1o call or prepay abligations with or without call or
Other 7m0 (33 131 ©5 2874 3§  prepayment penallies.
Subtotal 10245 (12.4) 443 (13) 10888 (137 Estimated
Equity securities 27.4 {0.5) 1.8 (0.5) 2.2 {1.4) Amortized Fair
Total $1,0520  ${133 $46.0 3018 51080 $151  Available-for-sale Cost Value
. o . Duein one year or less $ 1160 $ 1166
Held-to-maturity securities ;wth ttJhn reahz&d losses: Due after one year through five years 7259 745.4
Less lhan 12 months m r longer .
Fai Valee  Unreaized FairVaDI::h - ﬂnﬁaﬁfed Far VanueT Dlzl’.IJnraaized Due after five years through ten years 11175 11324
' {Lasses} {Lossas) [Losses) Due after ten years 936.5 962.9
::;d m::m‘e Marigage and asset-backed securities:
Coporatesecurifes  $669  §(19)  $566  $21)  $1235  $4D) ch) tﬁ Government Agency 51:2 51;3
Morigage-backed er g o
securies 66.6 {1.2) 190 {o.n 856 (18 Total $3,451.0 $3,912.3
Total $1335 $(3.1) §$756 _ §(28)  $a091 $(5.9)

Management believes that it will recover the cost basis Amortized Esturnathfr
in the securities held with unrealized losses as it has both Held-to-maturity Cost Value
g:er :(I:'ga:rl;raigdvglbl:gty to hold the securities until they mature Due in one year § 286 $ 26

L . Due after one year through five years 354 344

As part of its evaluation of the aggregate $16.6 !
unrealized loss on securities in the investment portfolio at gue :ffler {we years hrough ten years g;g ;7;;:
December 31, 2006, management performed a more ue anerlen years . ) )
intensive review of securities with a higher unrealized loss Mortgage-backed securities:
percentage when compared with their cost or amortized cost. - f)llher szg:‘; szgg'g

ota . )

Based on this review of each security, management believes
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NOTE 3 — Income Taxes

The effective income tax rate was less than the statutory
corporate tax rate of 35% for 2006, 2005 and 2004 for the
following reasons:

2006 2005 2004

Tax at statutory rate $105.3 $ 982 $65.3
Tax exempt interest {19.3) (15.8) (5.8)
Dividends received deduction

{DRD) (26) (. (1.8)
Proration of DRD and tax

exempt interest 31 29 1.0
Settlement of IRS examinations - {15.2) -
Qther {#.9) {0.4) (2.2)
Actual tax expense $82.5 5 68.0 $56.5

Income taxes payable were $10.8 and $17.3 at December
31, 2006 and 2005, respectively.

The components of the net deferred tax (liability)/asset
were as follows;

2006 2005
Uneamed premium proration $ 444 § 452
Postretirement benefits 3.2 33
Discounted loss and loss expense reserves 90.7 97.5
Other 30.1 274
Totat deferred tax assets 196.4 2034
Deferred policy acquisition costs (52.6) (53.8)
Unrealized gains on investments (103.9) (110.5)
Other {47.1} (24.3)
Total defemed tax liabilities (203.6) {188.6)
Net deferred tax {liabilityM/asset $ (7.2 § 148

The Consolidated Corporation is required to establish a
valuation allowance for any portion of the deferred tax asset
that management believes will not be realized. Management
has determined that no such vatuation allowance was
necessary for either period presented.

The Consolidated Corporation was recently examined
by the Internal Revenue Service (IRS) for the tax years 2002
and 2003, The Consolidated Corporation does not expect
that the ultimate settlement of this examination will have a
significant adverse impact on its financial position or results
of operations.

At December 31, 2004, the Consolidated Corporation
disclosed it had been examined by the IRS for the tax years
1997 to 2001 and was then in the process of finalizing a
settlemant. On August 25, 2005, the IRS issued notification
1o the Consolidated Corporation that a settlement conceming
its examination of these tax years was approved. This
settlement resulted in a $2.7 net tax benefit related to
realized capital gains, as well as interest income of $0.9. In
conjunction with the IRS setttement, the Consolidated
Corporation reversed $9.1 ($8.0 related to realized capital
gains and $1.1 related to operations) of book tax reserves.

Additionally, on September 28, 2005, the IRS advised
the Consolidated Corporation that it accepted a protective
claim for refund for the 1996 tax year related to adjustments
resulting from the 2003 settlement of the IRS examination of
the 1995 tax year. The acceptance of this protective refund
claim resulted in a $3.4 net tax henefit related to operations
and interest incoma of $1.6 million during 2005.

In June 2006, the FASB issued Interpretation No. 48,
“Accounting for Uncertainty in Income Taxes, an
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interpretation of SFAS 109, Accounting for Income Taxes”
(FIN 48), to create a single model to address accounting for
uncertainty in tax positions. FIN 48 clarifies the accounting
for income taxes, by prescribing a minimum recagnition
threshold a tax position is required to meet before being
recognized in the financial statements. FIN 48 also provides
guidance on derecognition, measurement, classification,
interest and penalties, accounting in interim periods,
disclosure and transition. FIN 48 is effective for fiscal years
beginning after December 15, 2006. The Consolidated
Corporation wili adopt FIN 48 as of January 1, 2007, as
required. The cumulative effect of adopting FIN 48 will be
recorded in retained eamings. The Consolidated
Corporation does not expect the adoption of FIN 48 to have
a significant impact on its financial position or results of
operations.

NOTE 4 -- Employee Benefit Plans

The Company has a non-contributory defined benefit
retirement plan, a contributory health care plan, life and
disability insurance plans and a savings plan, all covering
substantially all employees. Benefit expenses associated
with these plans are as follows:

2006 2005 2004

Employee benefit costs {benefit):
Retirement plan $ 26 $40 $38
Postretirement plan {3.1) (2.7 0.1
Health care insurance 12.2 135 149

Life and disability

insurance 1.7 21 20
Savings plan 13.5 15.0 6.6
Total $26.9 $31.9 $27.4

In December 20086, the Consolidated Corporation
adopted the recognition and disclosure provisions of SFAS
158, “Employers’ Accounting for Defined Benefit Pension
and Other Postretirement Plans an amendment of SFAS
Statements No. 87, 88, 106, and 132(R).” This Statement
requires the Consolidated Corporation to recognize the
funded status of its retirement plan and postretirement health
care plan on the consolidated balance sheet as of December
31, 2006 with a corresponding adjustment to accumulated
other comprehensive income (AQCI), net of tax. The
adjustment to AQCI at adoption represents the net
unrecognized actuarial losses and unrecognized prior
service credits, both of which were previously netted against
the respective plans' funded status in the consolidated
balance sheets pursuant to the provisions of SFAS 87 and
SFAS 106. Consistent with the provisions of SFAS 158,
these amounts wili be subsequently recognized as expense
pursuant to the Consolidated Corporation’s historical
accounting policy for amortizing such amounts with a
corresponding offset to AOCH. Actuarial gains and losses
which arise in periods subsequent to December 31, 2006 wil!
be recognized as a component of AOCI and will be
amortized on the same basis as the amounts recognized in
AQCI at adoption of SFAS 158. This requirement is the first
phase of implementing SFAS 158. The second phase of
SFAS 158, which requires the measurement date of the
plans to coincide with the year end date of the Consolidated
Corporation, is effective for fiscal years ending after




December 15, 2008. The Consolidated Corporation is
evaluating the method of implementing and the impact this
phase of SFAS 158 will have on its consolidated finrancial
statements. The effect of adopting the provisions of the first
phase of SFAS 158 on the consolidated balance sheet as of
December 31, 2006 is presented in the table below. The
adoption of SFAS 158 had no effect on the consolidated
statement of income for the year ended December 31, 2006,
or for any period presented.

As of December 31, 2006
Effect of adopting SFAS 158
Prior to Other post-  As reported al
adopting Retirement  relrement  December 31,
SEAS 158 plang plans 2006
Qiher_assels § 1549 $(37.1) 5 - $ 178
Tola assets 57357 37.1) 56986
Deferred tax liabiity 6.2 133 142 1.2
Totat other lisbilitres 234 04 {40.6) 2432
Total [iaklities 41821 {12.8) [25.4) 41429
AOCHE
Prior service credit - 16.4 a7 41
Net actuarial {loss) - {40.7) {1.3) {420
Total AOCE 1920 {24.3) %4 1941
Iotal sheeheiders” equity_ $1,5536 §24.3) §264 $1,656 7

The portion of unrecognized actuarial loss and prior
service credits expected to be recognized in net periodic
pensicn cost during the year ending December 31, 2007 is
$2.8 ($1.8 net of tax) and $2.3 ($1.5 net of tax), respectively.
The portion of unrecognized prior service credit expected to
be recognized in net periodic postemployment cost during
the year ending December 31, 2007 is $6.1 ($3.9 net of tax).

Defined Benefit Retirement Plan
The eligibility requirements of the Company's non-
contributory defined benefit retirement plan provide for
retirement benefits accrued after June 30, 2004 which are
generally payable to eligible employees upon termination of
employment so long as they have completed five years of
vesting service. Retirement benefits accrued through June
30, 2004 under the defined benefit plan are generally
payable to eligible employeas upon retirement at age 65 so
long as they have completed five years of vesting service or
in reduced amounts upon retirement prior to age 65 so long
as they have completed ten years of vesting service. A
retiree’s benefit amount is based upon their June 30, 2004
accrued benefit, if any, the years of credited service after
June 30, 2004 and before age 50, if any, the years of
credited service after June 30, 2004 and after attaining age
50, if any, and final average compensation for the five
consecutive calendar years of highest salary during the last
ten years of service immediately prior to age 65 or, if greater,
the average annual compensation paid during the 60
consecutive month period immediately preceding retirement
or other termination of employment.

The net periodic pension cost is determined as follows:
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2006 2005 2004

Servica cost eamed during the

year $ 84 $73 $77
Interest cost on projected

benefit obligation 17.3 173 16.8
Expected refumn on plan assels (26.0) (218  (21.8)
Amorization of accumulated

losses 4.0 36 27
Amortization of unrecognized

prior service credits (2.1} (2.3} (1.9}
Curtailment . - 01
Settlement 10 - -
Net periodic pension cost $ 26 $ 40 § 38

During 2006, the Company's former CEO made a lump |
sum benefit plan payment election, pursuant to the terms of |
the Benefit Equalization Plan, which resulted in an increase |
to net pericdic pension cost of $1.0. This lump sum benefit ‘
plan payment is accounted for as a "settlement’ pursuant to |
the provisions of SFAS 88, "Employers’ Accounting for |
Settlements and Curtailments of Defined Benefit Pension
Plans and Termination Benefits.”

The following data in the tables below are measured as
of September 30, 2006 and 2005, the measurement date.
Changes in the projected benefit obligation during the year
are as follows:

2006 2005
Benefit obligation at beginning of year $3233 $299.5
Service cost 84 73
Inferest cost 173 17.3
Actuarial {gain)loss 2.0 175
Benefits paid {20.1) {(18.3)
Benefit obligation al end of year $326.2 $323.3

Changes in retirement plan assets during the year are
as follows:

2006 2005

Fair value of plan assets at

beginning of year $289.2 $262.8
Achial retum on plan assets 285 M6
Benelits paid (20.1) {18.3)
Employer contributions as of

measurement date 38.3 10.1
Falr value of plan assets at end of year $335.9 $289.2

A summary of the projected benefit obligation, fair value
of plan assets and funded status as of the measurement
date is as follows:

2006 2005
Fair value of plan assets $335.9 $289.2
Projected benefit obligation 326.2 3233
Funded status $ 97 $(34.1)

The funded status in the above table includes an $11.5
prepaid pensicn asset for the retirement plan and a $1.8
accrued liability for the Benefit Equalization Plan, a non-
qualified plan, at December 31, 2006. The accumulated
benefit obligation as of December 31, 2006 and 2005 is
$320.8 and $319.4, respectively.



For the calendar year ended December 31, 2006 and
2005 the Company contributed $19.0 and $26.2,
respectively, to its retirement plan. The Company is
currently evaluating whether any contributions to this plan
will be made during the 2007 calendar year. No plan assets
are expected to be returned to the Company during the year
ending December 31, 2007.

The following table provides the reconciliation of the
funded status to the prepaid pension asset as of December
31, 2005.

2005

Funded status $(34.1)
Unrecognized net loss 732
Unrecognized prior service credit {27.5)
Employer contribution after

measurement date 18.0
Prepaid pension asset, net of accrued

liabifity $29.6

The net prepaid pension asset, reflected in the above
lable, at December 31, 2005 consists of an accrued prepaid
asset of $30.8, for the retirement plan and an accrued
liability of $1.2, respectively, for the Benefit Equalization
Ptan.

Total benefit payments expected to be paid to retiremant
plan participants, which includes estimated future service,
are as follows:

2007 $ 199
2008 20.4
2009 21.2
2010 222
201 252
2012 - 2017 135.5
Jotal 2007-2017 $244 4

Management of the Company reviews the assumptions
used in the actuanal valuation an an annual basis, or more
frequently as deemed necessary. Management believes the
assumptions listed below are reasonable and appropriate
based upon the current lavel of interest rates for high-guality
debt securities, average future rate of return on the plan's

"target asset allocation and underlying compensation levels

and merit increases.

2006 2005 2004
Measurement date 9/30/06 9/30/05 9/30/04
Expected long-term retum on plan
assels 8.75% 8.75% B.75%
Discount rate on plan benefit
cbligations 5.80% 5.50% 5.95%
Expected future rate of salary
increases 4.00% 4.00% 4.00%

The Company considered the current level of expected
returns on risk free investments, primarily government
bonds, the historical level of the risk premium associated
with the other asset classes and the expectations for future
retumns of each asset class when developing the expected
long-term rate of return on assets assumption. The
expected return for each asset class is weighted based on
the target asset allocation to devslop the expected long-term
rate of return on assets assumption for the portfolio.
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In determining the discount rate assumption, the
Company utilized current market information including
analysis of the Moody's Aa Corporate Bond Index Rate,
analysis provided by plan actuaries and independent survey
data on similarly positioned companies. As regards to the
analysis provided by plan actuaries, a discounted cash flow
model of the plan’s benefit obligations was developed using
an interest rate yield curve to make judgments regarding the
appropriate discount rate for both its pension and post-
retirement medical benefit obligations. The yield curve is
comprised of the highest quartile yielding bonds with at least
an “Aa" rating and with maturities primarily between zero and
thirty years.

The Company considered future changes attributable to
general price levels, productivity, seniority, promotion, and
other factors when developing the salary increase
assumption. In addition, the Company compares long-term
salary increase estimates to its actual history. Based on
2006 budgeted salary and merit increases, as well as future
estimated increases, the Company maintained its expected
future rate of salary increase at 4.0%.

The Company's targeted ranges of asset allocation for
the retirement plan at September 30, 2006 and 2005, the
measurement date, by asset category are as follows:

2006 2005
Equity securities 51-75% 51-75%
Fixed income securities 25-35% 25-35%
Real estate 8-12% 8-12%
Cash 0-5% 0-5%

The retirement plan's weighted-average asset allocation
at September 30, 2006 and 2005, the measurement date, by
asset category is as follows:

2006 2005
Equity securities 60.4% 61.0%
Fixed income securities 28.6% 25.4%
Real estate 9.8% 9.5%
Cash 1.2% 4.1%
Total 100.0% 100.0%

Investments are diversified among capitalization and
style within the equity portfolio. Up o 18% of the retirement
plan’s portfolio may be invested in financial markets outside
of the United States. In order to minimize equity risk,
limitations are placed on the overall amount that can be
invested in a single stock at both cost and market value.
Equity investments are also diversified across the various
economic sectors. To further diversify risk, approximately
9.8% of the portfolio is allocated to real estate at December
31, 2006.

Retirement plan assets at December 31, 2006 include
$15.9 of the Corporation's common stock at market value
compared to $15.1 at December 31, 2005. The retiremant
plan held 534,464 shares of the Corporation's common stock
at December 31, 2006 and 2005. The retirement plan did
not purchase or sell any shares of the Corporation's common
stock during either 2006 and 2005,




The fair value of the retirement plan assets was less
than the accumulated benefit obligation as of September 30,
2005, resulting in the recognition of a minimum pension
liability of $41.9. This amouni, net of tax, was recorded as a
reduction in AOCI in the December 31, 2005 consolidated
balance sheet. During 2006, the Company made
contributions to the retirement plan which eliminated the
requirement to record the additional minimum liability and
therefore reversed the reduction to AQCI as of December
31, 2006, prior to its adoption of SFAS 158. The adoption of
SFAS 158 has eliminated the requirement to record an
additional minimum liability when the fair value of retirement
plan assets is less than the accumulated benefit obligation
as the funded status of the plan is now required to be
recorded on the consolidated balance sheet.

Contributory Postretirement Health Care Plan

The Company's postretirement health care plan is
predominately a managed care plan. Prior to July 1, 2004,
retired employees were eligible to continue to participate in
the heaith care and life insurance plans of the Company. In
March 2004, the Company announced changes related to its
postretirement health care plan that fimits eligibility for
subsidized retiree coverages to the then current retirees and
employees with 25 or more years of service as of July 1,
2004 and who subsequently then retire. Other employees
who retire from the organization are eligible for access to
unsubsidized retiree medical and dental coverage until age
65. Contributions to the health care plan have been
established as a flat dollar amount with periodic adjustments
as determined by the Company. The health care plan is
unfunded. Benefit costs are accrued based on actuarial
projections of future payments. There are approximately
1,900 active employees and 1,550 retired employees
covered by these plans.

The components of the Company's net periodic
postretirement benefit cost at December 31 are as follows:

2006 2005 2004

Service cost $0.3 $0.3 $08
Interest cost 26 3.0 40
Amortization of unrecognized

pricr sefvice credits {6.0) (6.1) (5.0}
Amortization of net loss - 01 0.2
Curtailment - - 01
Net periodic postretirernent

{benefit) cost $(3.1) $(2.7y $0.1

Changes in the postretirement benefit obligation during
the year are as follows:

2006 2005

Benefit obligation at beginning of year $51.7 $54.5
Service cost 03 6.3
Interest cost 2.6 30
Benefits paid net of plan

participants’ contributions (3.8) 4.9)
increase due to actuarial gain {4.5) {1.2)
Benefit obligation at end of year $48.5 $51.7

The accrued postretirement benefit liability at December
31 is as follows:
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2006 2005

Accumulated postretirement

benefit obligation $46.5 $51.7
Unrecognized netloss - {4.3)
Unrecognized prior service

cost . 489
Post measurement date contributions {0.6) (1.2)
Accrued postretirement

benefit llability $45.9 $95.1

The postretirement benefit trend and discount rate
assumptions are as follows:

2006 2005 2004
Measurement date 9/30/06 9/30/05 9/30/04
Medical trend rate 9.00% 9.00% 10.00%
Prescription drug rate 12.00% 12.00% 10.00%
Ultimate medical care and
prescriplion drug trend rate 5.00% 5.00% 5.00%
Year ultimate trend rate reached 2014 2013 2014
Dentat trend rate 5.00% 5.00% 5.00%
Discount rate 5.75% 5.35% 5.75%

Management of the Company reviews the assumptions
used in the actuanal valuation on an annual basis, or more
frequently as deemed necessary. Management reviews
external data and its own historical trends for health care
costs to determine the medical and dental trend rates.
Management reviews market rates for high quality corporate
bonds and fixed income investments consistent with the
duration of its liabilities to determine the discount rate.
Management believes the assumptions are reasonable and
appropriate.

Increasing the assumed health care cost trend rate by
one percentage point in each year would increase the
accumulated postretirement benefit obligation as of
December 31, 2006 by approximately $3.5 and increase the
postretirement benefit cost for 2006 by $0.3. Likewise,
decreasing the assumed health care cost trend rate by one
percentage point in each year would decrease the
accumulated postretirement benefit obligation as of
December 31, 2006 by approximately $3.1 and decrease the
postretirement benefit cost for 2006 by $0.2.

Total benefit payments expected to be paid to
participants are as follows:

2007 $37
2008 37
2009 37
2010 is
2011 37
2012 - 2017 21.7
Total 2007-2017 $40.1

Employee Savings Plan

Employees can contribute a percentage of their eligible
compensation to the Employee Savings Plan, a defined
contribution plan. Effective January 1, 2005, the provisions
of the Company's matching contribution were changed to
what is known as a 'safe harbor’ match. The Company's
match is one doltar for each one dollar contributed for the
first 3% of a participant's eligible compensation contributed
and fifty cents for each one dollar contributed for the next 2%
of a participant's eligible compensation contributed. The



maximum employer match is 4%. During 2004, the
Company matched 3% of the first 6% of a participant's
contribution to the plan. This match is invested according to
the investment direction chosen by the participant. The
Company contributed $4.6, $4.4 and $2.9 in 2006, 2005 and
2004, respectively for the participant match. Also effective
January 1, 2005, employeas with 10 or more years of service
as of July 1, 2004 were ¢ligible for a temporary,
discretionary, additional employer contribution of 2.5% of
eligible compensation. The Company cantributed $1.6 and
$1.7 in 2006 and 2005, respectively, for this additional
confribution. In addition, the Employee Savings Ptan has a
profit sharing contribution feature for all eligible employeas
based upon a profitability target established by the
Company. An accrual of $7.7 and $8.9 was established by
the Company at December 31, 2006 and 2005, respectively,
for this profit sharing component. The profit sharing
contribution is generally deposited into the employees
account during the first quarter of the following calendar
year.

NOTE 5 - Share Based Compensation

The Consolidated Corporation has several stock based
incentive programs that are utilized to facilitate the
Consolidated Corporation's long-term financial success.
Effective January 1, 2006, the Censclidated Corporation
began accounting for stock based incentive programs under
SFAS 123(R), “Share-Based Payment.” SFAS 123(R}
supersaded APB Opinion No. 25, “Accounting for Stock
Issued to Employees,” and amends SFAS No. 95,
“Statement of Cash Flows.” SFAS 123(R) requires all share-
based payments to employees, including grants of employee
stock options, be recognized as compensation expense in
the income statement at fair value. Pro forma disclosure is
no longer an alternative. The Consclidated Corporation
adopted the provisions of SFAS 123(R) using the modified
prospective method in which compensation expense is
recognized (a) based on the requirements of SFAS 123(R)
for all share-based payments granted after January 1, 2006
and (b) based on the requirements of SFAS 123 for all
awards granted to employees prior to January 1, 2006 that
remained unvested on January 1, 2006. The adoption of
SFAS 123(R) decreased the Consolidated Corporation’s net
income and diluted eamings per share by $2.4 and $0.04 for
20086, respectively. The Consolidated Corporation uses the
straight-line method of recording compensation expense
relative to share-based payments. SFAS 123(R) also
requiras the benefits of tax deductions in excess of
recognized compensation expense to be reported as a
financing cash flow, rather than as an operaling cash flow as
previously required under SFAS 85 prior to its amendment.
This requirement reduced net operating cash flows and
increased net financing cash flows by $1.9 {net of proforma
deferred tax asset of $0.4) during 2006, Prior years'
amounts were not required to be reclassified.

2005 Incentive Plan

On May 18, 2005, the shareholders of the Corporation
approved the Consolidated Corporation’s 2005 Incentive
Plan (2005 Plan) which provides for stock based
compensation to employees and non-employee directors.
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Approval of the 2005 Plan resutted in the termination of the
following then in existence stock incentive plans by the
Consolidated Corporation as to new equity-based awards: (i)
the 2002 Stock Incentive Plan, (ii) the 1999 Broad-Based
Employee Stock Option Plan and (jii) the 2002 Broad-Based
Employee Stock Option Plan.

Upon termination of the 2002 Stock Incentive Plan, the
number of shares left to be issued, as well as, shares
subsequently forfeited were made available under the 2005
Plan. At December 31, 20086, 1,868,232 shares were
available for issuance under the 2005 Plan. The
Compensation and Development Committee or the Board of
Directors with respect to director awards {collectively, the
“Committee”) is responsible for the administration of the
2005 Plan. Equity-based awards that may be granted under
the 2005 Plan include stock options, restricted stock,
restricted stock units, stock appreciation rights and shares of
the Corporation’s commaon stock as defined in the 2005 Plan
document. In addition to equity-based compensation, the
2005 Plan also authorizes grants of performance based
awards in the form of restricted stock, restricted stock units,
stock units and cash awards. The 2005 Plan limits the
number of shares of stock with respect to which awards may
be issued to any participant in a calendar year to 400,000.

The options available for grant under the 2005 Plan may
be either incentive or non-qualified options as defined by the
Intemnal Revenue Code. The difference affects treatment of
the options for income tax purposes by the individual
employee, director and the Consolidated Corporation. The
oplions under the plan may be exercised at any time after
the vesting requirements are met which range from
immediate vesting to three years. Option expiration dates
are ten years from date of grant. The maximum incentive
stock options that may be granted cannot exceed 2,000,000.
At December 31, 2006 and 2005, there were 103,750 and
69,000 stock options, excluding forfeitures, granted from the
2005 Plan, respectively.

The 2005 Plan also provides for the grant of
freestanding and/or tandem stock appreciation rights (SAR)
and restricted stock. The exercise price of a freestanding
SAR is typically equal to the fair market value of a share of
the Corporation’s stock on the grant date. Freestanding
SARs provide the recipient with the right to receive stock
equal to appreciation in value of a share of stock from the
date of grant unless otherwise specified in the award
agreement. At December 31, 2006 and 2005, there were
350,000 and 250,000 outstanding freestanding SARs,
respectively. The requisite service period for outstanding
SARs is three years.,

The exercise price of a tandem SAR is equal to the
exercise price of the related stock option on the grant date.
A tandem SAR may be exercised only wilh respect to the
shares of stock for which its related option is then
exercisable. Tandem SARs provide the recipient with the
right to receive stock equal to the appreciation in value of the
optioned stock from the date of grant. At December 31,
2006 and 2005, there were no outstanding tandem SARs.

Grants of restricted stock provide the recipient with the
right to receive shares of the Corporation’s stock, upon
satisfying the restrictions imposed as a condition to the
award, during a specified restriction period. During the
restriction period, which is determined at the time of grant,




the recipient may exercise full voting rights and is entitled to
raceive dividends and other distributions paid to
shareholders. If dividends or other distribtitions are paid in
shares of stock, those shares are subject to the same
restrictions as the underlying restricted stock. Shares of
restricted stock may not be sold, transferred, pledged,
assigned or otherwise alienated until the end of the
applicable restriction period. At the discretion of the
Commitiee, all shares of restricted slock may either be held
by the Consolidated Corparation as escrow agent during the
restriction period or issued to the recipient in the form of
certificates with a legend describing the restrictions imposed
on the shares. At December 31, 2006 and 2005, there are
119,750 and 148,284 restricted shares which are under the
restriction period, SFAS 123(R) eliminated the presentation
of the contra-equity account, unearned compensation, on the
face of the consclidated balance sheets. As a result, $2.9
was reclassified to additional paid-in capital during the first
quarter of 2006 when SFAS 123(R) was implemented.

Long-term Incentive Plan

In July 2005, the Consolidated Corporation adopted a
Long-Term iIncentive Plan (LTIP) to better align officer
interests with the interests of shareholders for performance
that promotes the long-term success of the Consolidated
Corporation, Awards under the LTIP are performance hased
awards covering typically a thirty-six month performance
period, except for the 2005 LTIP award which covered a
thirty month performance period, and are made pursuant to
the terms and conditions of the 2005 Plan. The LTIP
provisions provide for a threshold, target and maximum level
of payout, with interpolation between levels based upon
actual performance. The participants eam performance
stock units during the respective LTIP performance period
and at the end of the performance period payout, if any, is
made 50% in the form of Corporation common shares and
50% in cash. There is no provision for any of the stock
award to be paid in cash. Expected payout is evaluated at
each balance sheet date and the incentive accruals related
to this award are adjusiad in current period earnings to the
amount of the anticipated eamed payout as of the respective
balance sheet date.

The Board of Diractors approved the 2006 LTIP award
on February 16, 2006 to officers of the Company. This
award is a performance based award (based upon
aggregate operating income, as defined by the Consolidated
Corporation) with the final payout modified based upon
achievement of a market condition, comprised of total
shareholder return generated by the Consolidated
Corporation over the performance period refative to total
shareholder retums generated by a selected peer group over
the same performanca period. The performance period for
this award is thirty-six months, which began on January 1,
2006 and will end on December 31, 2008, Fair value of the
performance stock units was determined on the grant date
and as required by SFAS 123(R) when a market condition
exists, valued using a binomiat lattice modsl. At December
31, 20086, the Consolidated Corporation anticipates a payout
at the target level for the 2006 LTIP plan award of $3.1 in
cash and 99,860 shares of the Corporation's common stock.

The 2005 LTIP award was approved by the Board of
Directors on May 19, 2005, This award is a performance
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based award (based upon aggregate operating income, as
defined by the Consolidated Corporation) covering a thirty-
month period which began on July 1, 2005 and will end on
December 31, 2007. Fair value of the parformance stock
units was determined on the grant date and based upon the
market value of the Corporation's common stock. At
December 31, 2006, the Consalidated Corporation
anticipates a payout for the 2005 LTIP plan award of $4.0 in
cash and 176,091 shares of the Corporation's common
stock.

Broad-based Employee Stock Options

The Consolidated Corporation terminated the 1999 and
2002 Broad-based Employee Stock Option Plans {“Broad-
based Plans") for new grants in 2005. Any forfeited shares
under the 2002 plan are made available under the 2005
Incentive Plan and any shares remaining or forfeited under
the 1999 plan will remain in the 1999 Broad-based Plan.
The options granted under the Broad-based Plans were
nonqualified options. The options are exercisable at any
time after the vesting requirements are met. The options
also have accelerated vesting provisions for participant
relirement, death, or disability, subject to a holding period of
twelve months for the 1999 program. Option expiration
dates are ten years from the date of grant.

Stock Option Plans for Senior Executive Officers
Pursuant to the employment agreements of the Chief
Executive Officer and a prior Chief Financial Officer, the
Consolidated Corporation established specific stock option
plans for each of these individuats. During 2005, the stock
option plan for the prior Chief Financial Officer was
terminated. There were no options granted under these
plans in the years presented. The options outstanding were
previously granted as nonqualified options. Option
expiration dates are ten years from the grant date, The
stock options granted vest at 33% per year for three
consecutive years. The total amount of stock options
granted under the two plans was 1,400,000. There are no
additional remaining shares to be granted under these plans.

Employee Stock Purchase Plan

The Censolidated Corporation has an employee stock
purchase plan that is available to eligible employees as
defined in the ptan. Under the plan, shares of the
Corporation’s common stock may be purchased at a
discount (currently 10%) of the lesser of the closing price of
the Corporation’s commen stock on the first trading day or
the last trading day of the offering period. The offering
period {currently three months) and the offering price are
subject fo change. Paricipants may purchase no more than
twenty-five thousand dollars, prior to stated discount, of the
Corporation's commaon stock in a calendar year. During
2006, 89,616 shares wera purchased under the plan
compared to 81,757 shares purchased under the plan in
2005. At December 31, 2006 and 2005, there were
1,730,979 and 1,820,595 shares available for future
issuance under the plan.

Following is a summary of stock-based compensation
expense recognized by the Consolidated Corporation:




2006 2005 2004 2006 2005 2004
2005 Incentive Plan Stock oplions $ 9.45 $918 $7.36
Stock options $2.7 $- $- Restricted stock 30.25 28.24 16.83
Stock appreciation rights 12 - - SARs .51 2985 N/A
Restricted stock 14 08 0.3 Employee stock purchase
Long term incentive plan 27 1.7 - plan $ 7.10 $ 567 $ 596
Employee stock purchase
plan 0.3 - - Under the provisions of SFAS 123(R), the Consolidated
Total stock-based Corporation is required to estimate on the date of grant the
compensation expense 8.3 25 0.3 fair vatue of each option and freestanding SAR using an
Income tax benefit 29 09 optipn-plicing model. A_ccordingly, the BIac_:k-SchoIes option
Stock-based compensation pricing rr!odel is used with the following weighted-average
expense, net of tax $5.4 $1.6 $0.3 assumptions:
: 2008 2005 2004
The following table _summarizes information about the [E):(wpggln:dy\t::gﬂmy 323://: 38.3;%4.2% 34.81‘5‘&%.4%
stock-based compensation plans (oplions and SARS) s of - Riskee interestyield  46%51%  37%44%  36%45%
ecemuer 1, 2000 Expected term 45yrs 50 yrs 5.0-8.0 yrs

Weighted-  Weighted-
Avg Avg Aggregate
Shares  Exercise Remaining Intrinsic Value
(000) Price Contract Life ($in000)
Outstanding
Beginning of year 3958 $15.68
Granted 135 31.05
Exercised (429) 1427
Forleited (10) 2098
Qutsianding end of
year 3,654 $16.46 5.8 yrs $48,966
Exercisable at
end of year 3,068 $14.56 53yrs $45,858

The total intrinsic value of stock options exercised
during 2008, 2005 and 2004 was $6.8, $12.4 and $7.8,
respectively.

The total fair vaiue of shares vested for restricted stock
during 2006, 2005 and 2004 was $1.4,.$0.3 and less than
$0.1, respectively.

The following table summarizes information about the
restricted stock activity as of December 31, 2006:

Weighted-

Avg
Shares  Grant Date
{000) Fair Value

Unvested restricted

stock awards beginning

of year 148 §25.49
Granted Val 30.25
Exercised (48) 2119
Forfelted {1 19.13

Unvested restricted

stock awards end of

year 120 $28.09

The per share weighted-average fair value of options
and awards granted by the Consolidated Corporation is as
follows:
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The dividend yield is determined by using the actual per
share dividend yield during 2006. in 2005 and 2004, the
dividend yield was based upon the average of selected peer
companies since the Corporation only reinstated the
dividend in 2005. The expected volatility is based on the
Corporation’s stock price over a historical period which
approximates the expected term. The risk free interest rate
is the implied yield currently available on U.S. Treasury
issues with a remaining term approximating the expected
term. The expected term is calculated as the historic
weighted average life of similar awards. Shares of the
Corporation's stock issued upon exercise of stock options
and SARs or grants of stock are issued out of the
Corporation's treasury stock account.

As of December 31, 2008, there was $5.4 of total
unrecognized compensation cost ($3.3 relating to options
and freestanding SARs and $2.1 relating to restricted stock)
related to non-vested share-based compensation
arrangements granted under the Consolidated Corporation’s
share-based payment plans. That cost is expected to be
recognized over a weighted-average period of 1.2 years for
options and freestanding SARs and 2.8 years for restricted
stock. Cash received from option exercise under all share-
based payment arrangements for the years ended
December 31, 2008, 2005, and 2004, was $5.8, $15.8, and
$15.1, respectively. The actual tax benefit realized for the
tax deductions from option exercises of the share-based
payment arrangements totaled $2.0, $4.0 and $2.7,
respectively, for the years ended December 31, 2006, 2005,
and 2004.

NOTE 6 -- Reinsurance

A reconciliation of direct to net premiums, on both a written
and earned basis and a reconciliation of incurred losses is
as follows:

Direct Assumed Ceded Net

2006
Premiums written $1,4720 $18.3 $ (78.1) $1,412.2
Premiums eamed 1,486.6 20.2 {82.8) 1,424.0
Losses incurred 7014 235 11.6 7365




2005
Premiums writien $1504.0 §26.0 $ (80.6) $1.4494
Premiums eamed 15407 252 (1123) 1,453.6
Losses incurred 845.8 798 (173.3) 7523
2004
Pramiums written $1,581.3 $231 ${(150.5) $1453.9
Premiums eamed 15706 214 (145.4) 14466
Losses incurred 873 514 (146.9) 7776

For 2006, ceded loss reserves were reduced by $98.9,
which resulted in an increase in net incurred losses, primarily
due to prior year favorable reserve development in the
commercial umbrella product line in the Specialty Lines
operating segment.

The following components of the reinsurance
recoverable asset at December 31, are:

2006 2005
Reserve for uneamed premiums $ 292 $ 340
Resemve for losses 13 6341
Reserve for loss adjustment expenses 481 54.0
Allowance for reinsurance recoverable (3.7 (3.7}
Reinsurance recoveries on paid losses 189 23.2
Reinsurance recoverable $633.8 $741.8

NOTE 7 -- Other Contingencies and Commitments
Annuities are purchased from other insurers to pay certain
claim settlements. These payments are made directly to the
claimants; should such insurers ba unable to meet their
abligations under the annuity contracts, the Group would be
liable to claimants for the remaining amount of annuities.
The claim reserves are presented net of the related annuities
on the Consolidated Corporation's balance sheets. The total
amount of unpaid annuities was $17.5 and $18.3 at
December 31, 2006 and 2005, respectively.

The Consolidated Corporation leases certain equipment
and many of its operating and office facilities for various
terms under long-term, cancelable and non-cancelable
operating lease agreements. The leases expire at various
dates through 2011 and provide for renewal options ranging
from one month to five years. The facility leases provide for
increases in future minimum annual rental payments based
on such measures as increases in operating expenses and
pre-negotiated rates. Also, certain facility agreements
require the Consolidated Corporation to pay executory costs
(utilities, real estate taxes, insurance and repairs). The
equipment leases generally require the Consolidated
Corporation to pay personal property taxes as determined by
the local taxing authority. Lease expense and related items
totaled $5.5, $5.8 and $5.7 during 2008, 2005 and 2004,
respectively,

The {ollowing is a schedule by year of future minimum
rental payments required under the operating lease
agreaments:

Year Ending

December 31 Amount
2007 $ 456

2008 35

2009 22

2010 12

2011 and thereafter 0.2

Total rental payments $11.7
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Total minimum lease payments do not include
contingent rentals that may be paid under certain leases.
Contingent rental payments were not significant in 2006,
2005, or 2004.

In the fourth quarter of 2001, OCN.J entered into an
agreement to transfer its obligations to renew private
passenger auto business in New Jersey to Proformance
insurance Company {Proformance). This transaction
effectively allowed the Group to exit from the New Jersey
private passenger auto market beginning in March 2002. In
2005, the Company settled a surpfus guarantee obligation
under the provisions of the above referenced agreement and
as a result reduced its recorded liability by $5.1. The total
amount paid by OCNJ pursuant to the surplus guarantee
was $10.5, compared to the maximum cumulative exposure
of §15.6. In retum, OCNJ received from Proformance a
release from any and al) future abligations related to this
surplus guarantee.

A proceeding entitled Carol Murray v. the Corporation,
the Campany, Avomark, Ohio Security, West American,
American Fire, and OCNJ was filed in the United States
District Court for the District of Columbia on February 5,
2004. A motion to change venue was granted on May 25,
2004 with the proceeding assigned to the U.S. District Court
for the Southern District of Ohlo, Eastern Division,
Columbus, Ohio. The plaintiff, a former automobile physical
damage claim adjuster, originally sought to certify a
nationwide collective action consisting of all current and
former salaried employees since February 5, 2001 who
arefwere employed to process claims by policyholders and
other persons for automobile property damage. The plaintiff
also filed motions to expand the definition to include claim
specialists, representative trainees, and representatives
performing claims adjusting services. The complaint sought
overtime compensation for the plaintiff and the class of
persons plaintiff sought to represent. The U.S. District Court
dismissed the complaint against Avomark, Ohio Security,
West American, American Fire, and OCNJ on September
27,2005. The U.S. District Court also granted the motion for
summary judgment of the Corporation and the Company on
September 27, 2005. The proceeding was ordered closed
with judgment in favor of the defendants. An appeat to the
U.S. Sixth Circuit Court of Appeals was voluntarily dismissed
on November 13, 2006 and the proceeding is closed.

A proceeding entitled Carol Lazarus v. the Group was
brought against West American in the Court of Common
Pleas Cuyahoga County, Ohio on October 25, 1999. The
Court ordered the case to proceed solely against West
American on July 10, 2003. The complaint alleges West
American improperly charged for uninsured motorists
coverage following an Octobar 1994 decision of the
Supreme Court of Ohio in Martin v. Midwestem Insurance
Company. The Martin decision was overruled legislatively in
September 1997. The Court on April 13, 2006 granted a
motion for class certification requested by Carol Lazarus and
denied West American’s motion for summary judgment. The
decision regarding class cerlification has been appealed by
West American to the Court of Appeals for the Eighth
Appellate District, Cuyahoga County, Chio.

A proceeding entitled Douglas and Carla Scoft v. the
Company, West American, American Fire, and Ohio Security
was filed in the District Court of Tulsa County, State of




Oklahoma and served on January 3, 2005. The proceeding
challenges the use of a certain vendor in valuing total loss
automobiles. Plaintiff alleges that use of the database
results in valuations to the detriment of the insureds. Plaintiff
is seeking class status and alleges breach of contract, fraud
and bad faith. The lawsuit is in its early stages and will be
vigorously defended.

A proceeding entitled Georgia Hensley, et al. v.
Computer Science Corporation, et al. was brought against
several defendants, including the Company, American Fire,
OCNJ, Ohio Security, and West American in the Circuit
Court of Miller County, Arkansas in May, 2005. The
proceeding alleges the defendants improperly reduced
uninsured/underinsured motorist coverage payments to
persons insured under private passenger automobile
insurance policies by consulting a computer software
program in determining the amount of damages payable to
the insured for bodily injury claims. Plaintiff is seeking class
status.

By 2001, the Company, American Fire, West American,
Ohio Security and OCNJ had sought refunds for retaliatory
taxes paid to New Jersey in prior years on the basis that
New Jersey's calculation of premium and retaliatory taxes
deprived the Company, American Fire, West American, Chio
Security and OCNJ of some or all of the benefit of New
Jarsey's premium tax cap. After the refund requests were
denied in a final determination issued by the New Jersey
Division of Taxation in July 2001, American Fire appealed to
the New Jersey Tax Court and in December 2003, the court
affirmed the determination. American Fire appealed to the
Superior Court of New Jersey; in March 2005, the court
reversed the Tax Court, and the Director of the Division of
Taxation was ordered to recalculate the retaliatory tax as
proposed by American Fire. The New Jersey Division of
Taxation appealed the Superior Court decision to the New
Jersey Supreme Court and the case was argued in
November 2005. In October 2006, the Supreme Court
affirmed the judgment of the Superior Courl of New Jersey
on statutory grounds and instructed the Director of the
Division of Taxation to recalculate refunds due the Company,
American Fire, Wast American, Ohio Security and OCNJ.
An estimated refund plus accrued interest in the amount of
$12.4 ($9.2 of premium taxes and $3.2 of interest) has been
recognized in the Consolidated Financial Statements as of
December 31, 2006.

The proceedings described above and various other
legal and regulatory proceedings are currently pending that
involve the Consolidated Corporation and specific aspects of
the conduct of its business. The outcome of these
proceedings is currently unpredictable. However, at this
time, based on their present status, it is the opinion of
management that the ultimate liability, if any, in one or more
of these proceedings in excass of amounts currently
reserved is not expected to have a material adverse effect
on the financial condition, liquidity or results of operation of
the Consolidated Corporation.

NOTE 8 -- Losses and Loss Reserves
The following table presents a reconcitiation of liabilities for
losses and LAE, net of reinsurance:

2006 2005 2004

Balance as of January 1, net of

reinsurance recoverables of

$684.6, $570.3 and $496.5 $2,262.2 $2,186.1 $2.131.3
Incurred refated to:

Current year 945.7 9274 958.1

Prior years (52.2) {20.1) {21.8)
Total incurred 893.5 807.3 936.3
Paid related fo:

Cument year 3398 3778 3541

Prior years 489.3 §03.3 527.4
Tolal paid §29.1 831.2 8815
Balance as of December 31,

net of reinsurance

recoverables of $585.7,

$684.6 and $570.3 $2,326.6 $2,262.2 $2,186.1

Each quarter the Group records its best estimate of the
liability for loss and LAE reserves. However, because of the
uncertainty inherent in the estimation process, the estimate
can change over time as new information is received.

The 2006 incurred loss and LAE was positively
impacted by $52.2 of favorable prior accident years reserve
development. This favorable development was concentrated
in the commercial umbrella product line in the Specialty
Lines operating segment and commercial auto product line
in the Commercial Lines operating segment, partially offset
by adverse development in the workers’ compensation
product line in the Commercial Lines operating segment.
The 2005 incurred loss and LAE for prior accident years was
favorably impacted by $20.1 which includes a $1.4 increase
in allowance for uncollectible reinsurance. This favorable
development was concentrated in the personal auto and
homeowners product lines in the Personal Lines operating
segment, commercial umbrella product line in the Specialty
Lines operating segment and commercial auto in the
Commercial Lines operating segment. This favorable
development was partially offset by adverse development in
the workers' compensation product line in the Commercial
Lines operating segment. The 2004 incurred loss and LAE
was favorably impacted by $21.8. For the year 2004, this
favorable development was concentrated in the commercial
automobile product line in the Commercial Lines operating
segment and commercial umbrella and bond product lines in
the Specialty Lines operating segment.

The following table presents before-tax catastrophe
losses incurred and the respective impact on the loss ratio:

2006 2005 2004
Incurred losses $32.8 $25.8 $435
Loss ratio effect 2.3% 1.8% 30%

In 2008, 2005 and 2004 there were 32, 23 and 22
catastrophes, respectively. The largest catastrophe, as
measured in terms of incurred loss, in each year was $5.1,
$11.2 and $8.0, respectively.

The effect of catastrophes on the Consolidated
Corporation’'s results cannot be accurately predicted.
Consequently, severe weather events, acts of war or terrorist
activities coutd have a material adverse impact on the
Consolidated Corparation's resuits.




The Group has three categories of loss and LAE
reserves that it considers highly uncertain, and therefore
could have a material impact on future financial results.
These are workers’ compensation, commercial umbrella
exposures and asbestos and environmental liability
exposures.

Reserves, net of reinsurance, for loss and LAE related
to workers’ compensation totaled $687.3 and $668.9 at
December 31, 2006 and 2005, respectively. Reserves, net
of reinsurance, for loss and LAE related to commercial
umbrellafother totaled $295.5 and $276.0 at December 31,
2006 and 2005, respectively. Loss and LAE reserves, net of
reinsurance, for asbestos and environmental exposure
totaled $94.4 and $95.8 at December 31, 2006 and 2005,
respectively.

NOTE 9 -- Earnings Per Share
Basic and diluted eamings per share are summarized as
follows:

and 2004, respectively. The decline in the number of shares
included in the diluted earnings per share calculation in 2005
resulted from the redemption or conversion of the
Convertible Notes. See Note 15 for information regarding
the Convertible Notes. As required by the EITF, earnings
per share amounts have been adjusted using the “if-
converted” method.

NOTE 10 -- Quarterly Financial Information (Unaudited)

2006 2005 2004

Netincome $218.3 $212.7 $1284
Average shares

outstanding - basic 61,955,855 63,450,123 61,509,128
Basic income per average

share $ 3.52 $ 335 $ 209
Net income $218.3 $2127 §1284
Effect of EITF 04-8 on net

income using “if-

converted” method - 18 6.9
Adjusted net income using

if-converted” method $218.3 $2145 $135.3
Average shares

outstanding - basic 61,955,855 63450,123 61,509,128
Effect of dilutive securities 1,436,862 1,284,146 1,152,349
Effect of EITF 04-8 - 2460,156 8,847,042
Average shares

ottstanding - diluted 63,392,717 67194426 71,508,519
Diluted income per

average share $ 3.4 $ 3.19 $ 188

2006 First Second Third Fourth
Premiums and finance

charges earned $357.7 $355.5 $356.3 $354.5
Net investment income 50.9 51.9 51.3 54.6
investment gains

realized 14.2 53 11.4 127
Net income 51.9 35.6 §5.3 755
Basic net income per

share 0.82 0.57 0.90 1.24
Diluted net income per

share 0.80 0.55 0.89 1.22
2005 First Second Third Fourth
Premiums and finance

charges eamned $362.3 $365.5 $362.5 $363.3
Net investment income 454 48.6 51.4 53.0
Investment gains

realized - 13.8 224 1.2
Net income T 42.1 555 77.3
Basic net income per

share 0.60 0.66 0.86 1.22
Diluted net income per

share 0.55 0.63 0.85 1.18

The sum of the quarterly reported amounts may not equal
the full year as each is computed independently.

NOTE 11 -- Comprehensive Income

Comprehensive income consists of changes in unrealized
gains (losses) on securities and reclassification adjustment
for pension plans and other postretirement plans as detailed
below:

At December 31, 2006, 2005 and 2004, stock options of
402,367, 268,411 and 351,418, respectively, were not
included in the respective periods earnings per share
calculations as they were anti-dilutive. Stock options are
considered anti-dilutive under the “treasury stock method”
when the average market price of the stock for the year is
less than the exercise price of the stock options.

In September 2004, the FASB finalized EITF Issue No.
04-8, “The Effect of Contingently Convertible Debt on Diluted
Earnings per Share". The EITF was effective for financial
periods ending after December 15, 2004. Under this
guidance, the earnings per share treatment of those
securities that contain a contingent conversion feature
require all of the shares underlying the convertible security to
be treated as outstanding using the “if-converted” method for
all periods presented. As a result of this EITF, the
Consolidated Corporation has included approximately 2.5
million and 8.9 million shares into its diluted earnings per
share calculation using the "if-converted” method for 2005
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2006 Gross Tax Net
Netincome $ 300.8 $825 $218.3
Components of other

comprehensive income:
Change in unrealized gains

arising during the period 357 12.6 234

Reclassification

adjustment for gains

included in net Income (55.4) (19.2) {36.2)

Minimum pensian liability 1.8 4.7 274
Other comprehensive income 224 8.1 14.0
Comprehensive income $3229 $90.6 $232.3




2005 Gross Tax Net
Net income $280.7 $68.0 $2127
Companents of other
comprehensive income:

Change in unrealized gains

arising during the period (89.2) (31.4) (57.8)

Reclassification

adjustment for gains

included in net income (35.4) (12.3) (23.1)

Minimum pension liabllity {0.3) {0.1) 0.2}
Qther comprehensive income (124.9) {43.8) (81.1)
Comprehensive income $155.8 §24.2 $1316
2004 Gross Tax Net
Net income $184.9 $56.5 $1284
Components of other

comprehensive income:
Change in unrealized gains

arising during the: period 387 138 249

Reclassification

adjustment for gains

included in net income (33.8) {11.8) (22.0)

Minimum pension liability 23 0.8 1.5
Other comprehensive income 7.2 28 44
Comprehensive income $182.4 $59.3 $132.8

NOTE 12 -- Segment Information

The Consolidated Corporation has determined its reportable
segments based upon its method of internal reporting, which
is organized by product fine. The property and casualty
segments are Commercial, Specialty, and Personal Lines.
These segments generate revenues by selling a wide variety
of commercial, surety and personal insurance products. The
Consolidated Corporation also has an All Other segment
which derives its revenues from investment income of the
Corporation. The other expenses in this segment consist
primarily of interest expense.

Each of the segments of the Consolidated Corporation
is managed separately. The property and casualty
segments are managed by assessing the performance and
profitability of the segments through analysis of industry
financial measurements determined on a GAAP basis, which
includes loss, loss adjusiment and underwriting expense
ratios, combined ratio, premiums earned, underwriting
gain/loss and statutory premiums written. The following
tables present information by segment as it is reported
internally to management. Asset information by reportable
segmend is not reported, since the Consolidated Corporation
does nol produce such information internally,

Specialty Lines Segment 2006 2005 2004
Net premiums writien $145.3 $150.4 $135.5
% change (3.4)% 11.0% (17.8)%
Net premiums eamed 1474 143.2 150.3
% change 29% 4.7)% (7.6)%
Underwriting gain (before tax) 4.7 68 5.0
Personal Lines Segment 2006 2005 2004
Net premiums written §437.2 $475.5 $490.2
% change {8.1% (3.0)% 1.3%
Net premiums eamed 448.7 4830 4884
% change {T1Y% (1.1)% 0.8%
Underwriting galn (before tax) 369 925 55
Total Property & Casualty 2006 2005 2004
Net premiums written $1,4122 $1.4494 $1,4539
% ¢change {2.6)% {0.2)% 0.8%
Net premiums eamed 1,424.0 14536 1,446.6
% change (2.0)% 0.5% 1.5%
Underwriting gain (before tax} 8.1 843 85
Al Other Segment 2006 2005 2004
Revenues $ 164 $266 $ 82
Write-down and amortization of
agent relationships (12.8) (12.3) (20.6)
Other expenses {27.8) {40.1} (22.6)
Net loss before income tax $(24.5) $(25.8) $(35.0)
Reconciliation of Revenues 2006 2005 2004
Net premiums eamned for
reportable segments $1,424.0 $1,4536 $1,4466
Net investment income 1924 186.3 196.8
Realized gains, net 43.8 359 19.2
Total property and casualty
revenues 1,660.2 1,675.8 1,662.6
All other segment revenues 161 6.6 8.2
Tolal revenues $1,676.3 $1.702.4 $1,670.8
Reconciliation of Underwriting
Gain (before tax) 2006 2005 2004
Property and casualty underwriting
gain (before tax) $89.1 $843 $ 55
Net investment income 208.7 214 2m.2
Realized gains, net 436 474 230
Write-down and amortization of
agent relationships {12.8) {12.3) (20.6)
Other expenses {27.8) (40.1} (22.6)

Income before income taxes and
cumulative effect of an accounting

change 300.8 280.7 186.5
Income tax expense 82.5 68.0 56.5
[ncome before cumulative effect of

an accounting change 218.3 2127 130.0

Cumulative effect of an accounting
change, net of tax (1.8}

Net income $218.3 $212.7 $128.4

Commercial Lines Segment 2006 2005 2004
Net premiums written §829.7 38235 $828.2
% change 0.8% (0.6)% 4.5%
Net premiums eamed 8279 827 4 B07.9
% change 0.1% 24% 19%
Underwriting gain/{loss) {before tax) 17.5 {15.0) (5.0)
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Management of the Consolidated Corporation believes
the significant volatility of realized investment gains and
losses limits the usefulness of net income as a measure of
current operating performance. Accordingly, management
uses the non-GAAP financial measure of operating income
to further evaluate current operating performance. Operating
income is reconcited {0 net income in the table below:




2006 2005 2004

Net income $218.3 $212.7 $128.4
After-tax net realized gains 283 416 14.9
Cumulative effect of accounting

change - - (1.6}
Operating income $190.0 $171.1 31151

NOTE 13 - Agent Relationships

The agent relationships asset is an identifiable intangible
asset acquired in connection with the GAl commercial lines
acquisition. The Consolidated Corporation follows the
practice of allocating purchase price to specifically
identifiable intangible assets based on their estimated values
as determined by appraopriate valuation methods. In the GAl
acquisition, the purchase price was allocated to agent
relationships and deferred policy acquisition costs. Agent
relationships are evaluated quarterly as events or
circumstances indicate a possible inability to recover their
camrying amount. As a result of the evaluation, the agent
relationships asset was written down before tax by $6.8, $5.9
and $13.7 in 2006, 2005 and 2004, respectively, for agency
cancellations and for certain agents determined to be
impaired based on updated estimated future undiscounted
cash flows that were insufficiant to recover the camying
amount of the asset for the agent. The agent relationships
asset balance was $96.9 and $109.7, net of accumulated
amortization of $48.4 and $45.5, at December 31, 2006 and
2005, respectively. At December 31, 2006, the remaining
portion of the agent relationships asset will be amortized on
a straight-line basis over the remaining useful period of
approximately 17 years.

Future cancellation of agents included in the agent
relationships asset or a diminution of certain former Great
American agents’ estimated future revenues or profitability is
likely to cause further impairment losses beyond the
quarterly armnortization of the remaining asset value over the
remaining useful lives.

NOTE 14 - Statutory Accounting Information
The following information has been prepared on the basis of
statutory accounting practices which differ from U.S.
generally accepted accounting principles. The principal
differences for the Group relate to deferred policy acquisition
costs, reinsurance, assets not admitted for statutory
reporting, agent retationships and the treatment of deferred
income taxes. .

2006 2005 2004

Statutory nel income $ 2237 $ 37041 $1637
Statutory policyholders’
surplus 1,082.7 1,004.5 9720

The insurance industry is subject to regulation that
differs by state. A dramatic change in regulation in a given
state may have a malerial adverse impact on the Group and
Consolidated Corporation.

The Company, domiciled in Ohio, prepares its statutory
financial statements in accordance with the accounting
practices prescribed or permitted by the Ohio Insurance
Department. Prescribed statutory accounting practices

include a variety of publications of the National Association
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of Insurance Commissioners (NAIC), as well as state laws,
regulations and general administrative rules. Permitted
statutory accounting practices encompass all accounting
practices not so prescribed.

For statutory purposes, the agent relationships asset
related to the GAl acquisition was taken as a direct charge to
surmplus.

The NAIC has developed a "Risk-Based Capital®
formula for property and casualty insurers and life insurers.
The formula is intended to measure the adequacy of an
insurer's capital given the asset and liability structure and
product mix of the company. As of December 31, 2006 and
2005, all insurance companies in the Group exceeded the
necessary capital requirements.

The Corporation is dependent on dividend payments
from its insurance subsidiaries in order to meet operating
expenses, debt obligations, repurchase of its common stock
and to pay shareholder dividends. Insurance regulatory
authorities impose various restrictions and prior approval
requirements on the payment of dividends by insurance
companies and holding companies. At December 31, 2006,
approximately $206.0 of the Company's statutory surplus is
not subject to restriction or prior dividend approval
requirements compared to approximately $415.0 at
December 31, 2005. Additional restrictions limiting the
amount of dividends paid by the Company to the Corporation
may result from the minimum net worth and surplus
requirements in the credit agreement.

The Group paid dividends to policyholders of $1.1, $1.2
and $1.4 in 2008, 2005 and 2004, respectively.

NOTE 15 — Debt
The following table represents outstanding debt of the
Consolidated Corporation at December 31:

2006 2005
Senior Debt (net of discount and
issuance costs of $2.1 and $2.4,
respectively) $198.0 $197.7
QOhio Loan 20 27
Deferred Financing Costs {0.4) -
Tota! Debt $199.6 $200.4

On June 29, 2004, the Corporation issued $200.0 of
7.3% Senior Notes due June 15, 2014 {Senior Noles) and
received net proceeds after refated fees and discount of
$198.0. The Corporation used a substantial portion of the
net proceeds to repurchase and redeem the Convertible
Notes as discussed below. Interest is payable on the Senior
Notes on June 15 and December 15, The Corporation uses
the effective interest rate method to record interest expense,
amortization of issuance-related costs and amortization of
the discount.

On March 19, 2002, the Corporation issued $201.3
aggregate principal amount of 5.00% Convertitle Notes due
March 19, 2022 (Old Notes). On March 22, 2005 the
Corporation exchanged $65.6 of its Old Notes for $65.6 of
new 5.00% Convertible Notes due March 19, 2022 (New
Notes and collectively the Convertible Notes}. The only
change in the New Notes was the incorporation of a net
share settlement feature. The Corporation paid a premium




to the holders electing the exchange to the New Notes. Also
on this date, the Corporation announced its intention to fully
redeem before maturity the Convertible Notes at their regular
redemption price of 102% of the principal amount plus
accrued interest to, but excluding, the redemption date of
May 2, 2005. In connection with this announced redemption,
holders of the Convertible Notes couid elect to convert their
Convertible Notes into shares of the Corporation's common
stock. Upon conversion of the Old Notes, the Corporation
delivered 44.2112 of its common stock for each $1,000
principal amount of Old Notes surrendered for conversion.
Upan conversion of the New Notes, the Corporation paid the
principal amount in cash and any conversion consideration
in excess of the principal amount in the Comporation’s
common stock. The above transactions impacted the
Consolidated Corporation's results of operations and
balance sheets as follows:
2005 2004
Loss on Losson
refirement of  retirement of
Convertble  Convertible

Debt Debt Impact
including including on
debt debt Share-

Old New  conversion  conversion  holders'

Notes Notes _expenses expenses Equity
$2013 § - $- $ - $ -

Initial issuance
Repurchasas in
unsoficited
negotiated
transactions (a) {52.8) - (2.5 {1.0) -
Impact of exchange
Offer and related
exchange premium {658) 658 {0.3) - -

Call Elections:
Cash redemption (b} (53.9) (55.0) (5.7 - -
_Equity conversion {¢}  (29.0) {10.6) {0.5) - 285
Total § - 3§ - $(9.0) §(1.0) §285

(a) These repurchases were completed in the following periods:
$35.8 in the second quarter of 2005, $4.5 in the first quarter of
2005 and $12.5 in the fourth quarter of 2004. As a result of
these repurchases, the Corporation wrote off a proportionate
amount of unamortized debt issuance costs of $1.2 in the
second quarter of 2005, $0.1 in the first quarier of 2005 and
$0.4 in the fourth quarter of 2004, which was included in the
2004 results of operations. in addition, the Corporation paid a
premium on the repurchases of $0.8 in the second quarter of
2005, $0.4 in first quarter 2005 and $0.6 in the fourth guarter of
2004, which was also included in the 2004 results of
operations.

{b) In connection with the cash redemption, the Corporation paid a
call premium in the amount of $2.2 and wrote off the
proportionate amount of unamortized debt issuance costs in
the amount of $3.5 in the second quarter of 2005.

(€} In connection with the equity conversion, the Corporation
issued 1,282,123 shares of its common stack for conversion of
the Old Notes, issued 23,462 shares of its common stock for
conversion of the New Notes, recognized $0.5 in debt
conversion expenses related to the New Notes, which
represents the conversion price of $22.62 multiplied by 23,462
shares issued, and increased shareholders' equity by $28.5 in
the second quarter of 2005. The increase in shareholders’
equity consists principally of the conversion of the principal
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amount of Old Notes $(29.0) and accrued interest through the
date of conversion ${0.2) offset by the wiite-off of the
proportionate amount of unamoriized debt issuance cost $(1.4).

On February 16, 20086, the Corporation entered into a
new revolving credit agreement with an expiration date of
March 16, 2011 and simultaneously terminated its prior
$80.0 revolving credit agreement. Under the terms of the
new revolving credit agreement, the lenders agreed to make
loans to the Corporation in an aggregate amount up to
$125.0 for general corporate purposes. Additionally, the new
revolving credit agreement contains a $50.0 “accordion
feature” and provision for the issuance of letters of credit up
to the amount of the total facility. The accordion feature
permits the Corporation to increase the facility commitment
from $125.0 to $175.0 subject only to a successful
syndication of the requested increase. Interest is payable in
arrears, and the interest rate on borrowings under the new
revolving credit agreement is based on a margin over LIBOR
or the LaSalle Bank Prime Rate, at the option of the
Corporation. The Corporation is obligated to pay agency
fees and facility fees of $0.2 annually. The new revolving
credit agreement requires the Corporation to maintain
minimum net worth of $1,000.0. The new revolving credit
agreement also includes a maximum ratio of total debt to
total capitalization of 35%. Additionally, other financial and
other customary provisions, as defined in the agreement,
exist. At December 31, 2006, the Corporation was in
compliance with all financial covenants and other provisions
of this agreement. There were no borrowings outstanding
under the revolving line of credit, either the new or the
previous, at either December 31, 2006 or 2005.

Interest expense incurred for the years ending
December 31, 2006, 2005 and 2004 was $14.7, $17.7 and
$17.5, respectively.

NOTE 16 - Shareholders Rights Plan

In February 1998, the Board of Directors adopted an
amended and restated Shareholders Rights Agreement (the
Agreement). The Agreement is designed to deter coercive
or unfair takeover tactics and to prevent a person(s) from
gaining control of the Corporation without offering a fair price
to all shareholders.

Under the terms of the Agreement, each outstanding
commaon share is associated with one half of one common
share purchase right, expiring in 2009. Currently, each
whole right, when exercisable, entitles the registered holder
to purchase one common share of the Corporation at a
purchase price of $125 per share.

The rights become exercisable for a 60 day period
commencing eleven business days after a public
announcement that a person or group has acquired shares
representing 20 percent or more of the outstanding shares of
common slock, without the prior approval of the Board of
Directors; or eleven business days following commencement
of a tender or exchange of 20 percent or more of such
outstanding shares of common stock.

If after the rights become exercisable, the Corporation is
involved in a merger, other business consolidation or 50
percent or more of the assets or earning power of the
Corporation is sold, the rights will then entitle the



rightholders, upon exercise of the rights, to receive shares of
common stock of the acquiring company with a market vaiue
equal to twice the exercise price of each right.

The Corporation can redesm the rights for $0.01 per
right at any time prior to becoming exercisable.

NOTE 17 - Variabte Interest Entity

The Consolidated Corporation currently holds an equity
investment in APM Spring Grove, Inc. (APM), which was
deemed a variable interest entity in accordance with SFAS
Interpretation No. 46R — “Consolidation of Variable Interast
Entities” (FIN 46R). As a result, APM was consolidated into
the Consolidated Corporation’s financial statements effective
January 1, 2004, in accordance with the provisions of FIN
48R, which rasulted in a $1.6 (net of tax) charge for the
cumulative effect of an accounting change. The investment
relates to an agreement in 1984, which created APM, whose
largest asset is an office building located in Cincinnati, Chio.
APM's only source of revenue is derived from leasing the
office building. The rental income on the office building is
used by APM to repay principal and interest on bonds owned
by the Consolidated Corporation that were issued to
purchase the building. The Consolidated Corporation's
maximum exposure to Joss as a result of its involvement with
APMis $2.0. As of December 31, 2006, APM had total
assets and total liabilities of $0.7 and $1.2, respectively,
compared to tota! assels and total fiabilities of $0.7 and $1.6,
respectively, as of December 31, 2005.

NOTE 18 -- Share Repurchases

During 20086, the Corporation completed the share
repurchase program previously authorized by the
Corporation's Board of Directors in 2005, Under this
program, four million shares were repurchased (2,483,895 in
2006 and 1,516,105 in 2005) at an average cost of $27.94.
In September 2006, the Board of Directors approved another
share repurchase program with authorization to repurchase
up to $100.0 of the Corporation’s common stock. Purchases
may be made in the open market or in privately negotiated
transactions. Through December 31, 2006, the Corporation
has repurchased 979,501 shares under the newly authorized
share repurchase program at an average cost of $28.57.
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Report of Independent Registered Public Accounting Firm

The Board of Directors and Shareholders, Ohio Casualty Corporation

We have audited the accompanying consolidated balance
sheets of Ohio Casualty Corporation and subsidiaries (the
Company) as of December 31, 2006 and 2005, and the
related consolidated statements of income, shareholders’
equity, and cash flows for each of the three years in the
period ended December 31, 2006. Our audits also included
the financial statement schedules listed in the Index at ltem
15(a). These financial statements and schedules are the
responsibility of the Company's management. Our
responsibility is to express an opinion on these financial
statements and schedules based on our audits.

We conducted our audits in accordance with the standards
of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and
perform the audit to obtain reasonable assurance about
whether the financial statements are free of material
misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in
the financial statements. An audit also includes assessing
the accounting principles used and significant estimates
made by management, as well as evaluating the overall
financial statement presentation. We believe that our
audits provide a reasonable basis for our opinion.

in our opinion, the financial statements referred to above
present fairly, in all material respects, the consolidated
financial position of Ohio Casualty Corporation and
subsidiaries at December 31, 2006 and 2005, and the
consolidated results of their operations and their cash
flows for each of the three years in the period ended
December 31, 2006, in conformity with U.S. generally
accepted accounting principles. Also, in our opinion, the
related financial statement schedules, when considered in
relation to the basic financial statements taken as a whole,
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present fairly in all material respects the information set
forth therein.

As discussed in Note 1 to the consolidated financial
statements, in connection with implementing new
accounting standards, in 2006 the Company changed its
methods of accounting for share-based compensation and
employee benefit plans.

We also have audited, in accordance with the standards of
the Public Company Accounting Oversight Board (United
States), the effectiveness of Ohio Casualty Corporation’s
internal control over financial reporting as of December 31,
2006, based on criteria established in Internal Control-
Integrated Framework issued by the Committee of
Sponsoring Organizations of the Treadway Commission
and our report dated February 23, 2007, expressed an
unqualified opinion thereon.

Gt ¥ MLLP

Cincinnati, Ohio
February 23, 2007




Report of Independent Registered Public Accounting Firm

The Board of Directors and Shareholders, Ohio Casualty Corporation

We have audited management's assessment, included in
the accompanying Management's Report on Internal
Control over Financial Reporting, that Ohio Casualty
Corporation (the Company) maintained effective interal
control over financial reporting as of December 31, 2006,
based on criteria established in intemal Control—
Integrated Framework issued by the Committee of
Sponsoring Organizations of the Treadway Commission
(the COSO criteria). Ohio Casualty Corperation’s
management is responsible for maintaining effective
internal control over financial reporting and for its
assessment of the effectiveness of intemal control over
financial reporting. Our responsibility is to express an
opinion on management's assassment and an opinicn on
the effectiveness of the Company’s intemal control over
financial reporting based on our audit.

We conducted our audit in accordance with the standards
of the Public Company Accounting Oversight Board
{United States). Those standards require that we ptan and
perform the audit to obtain reasonable assurance about
whether effective internal control over financial reporting
was maintained in all material respects. Qur audit included
obtaining an understanding of internal control over financial
reporting, evaluating management's assessment, testing
and evaluating the design and operating effectiveness of
internal control, and performing such other procedures as
we considered necessary in the circumstances. We
believe that our audit provides a reasonable basis for our
opinion,

A company's intemnal control over financial reporting is a
process designed to provide reasonable assurance
regarding the reliability of financial reporting and the
preparation of financial statements for extemnal purposes in
accordance with generally accepted accounting principles,
A company's internal control over financial reporting
includes those policies and procedures that (1) pertain to
the maintenance of records that, in reasonable detail,
accurately and fairly reflect the transactions and
dispositions of the assets of the company; (2) provide
reasonable assurance that transactions are recorded as
necessary to permit preparation of financial statements in
accordance with generally accepted accounting principles,
and that receipts and expenditures of the company are
being made only in accordance with authorizations of
management and directors of the company; and (3)
provide reasonable assurance regarding prevention or
timely detection of unauthorized acquisition, use, or
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disposition of the company's assets that could have a
material effect on the financial statements.

Because of its inherent limitations, internal control over
financial reporting may not prevent or detect
misstatements. Also, projections of any evaluation of
effectiveness to future periods are subject to the risk that
controls may become inadequate because of changes in
conditions, or that the degree of compliance with the
policies or procedures may deteriorate.

in our opinion, management’s assessment that Ohio
Casualty Corporation maintained effective internal control
over financial reporting as of December 31, 2006, is fairfy
stated, in all material respects, based on the COSO
criteria. Also, in our cpinion, Ohic Casualty Corporation
maintained, in all material respects, effective internal
control over financial reporting as of December 31, 2006,
based on the COSO criteria.

Wae also have audited, in accordance with the standards of
the Public Company Accounting Oversight Board (United
States), the consolidated balance sheets of Ohio Casualty
Corporation and subsidiaries as of December 31, 2006 and
2005, and the related consolidated statements of income,
shareholders’ equity, and cash flows for each of the three
years in the period ended December 31, 2006, and our
report dated February 23, 2007, expressed an unqualified
opinion thereon,

St ¥ MLLP

Cincinnati, Ohio
February 23, 2007




Signatures

Pursuant to the requirements of Section 13 or 15{(d} of the Securities Exchange Act of 1934, the registrant has
duly caused this report to be signed on its behalf by the undersigned, thereunto duly authorized.

February 27, 2007

OHIO CASUALTY CORPORATION
(Registrant)

By: /s/ Dan R. Carmichael
Dan R. Carmichael
Chief Executive Officer and Director

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below by the
following persons on behalf of the registrant and in the capacities and on the dates indicated.

February 27, 2007

February 27, 2007

February 27, 2007

February 27, 2007

February 27, 2007

February 27, 2007

February 27, 2007

February 27, 2007

February 27, 2007

February 27, 2007

February 27, 2007

{s/ Stanley N. Pontius
Stanley N. Pontius, Lead Director

{s/ Dan R. Carmichae!
Dan R. Carmichas!, Chief Executive Officer and Director

s/ Terrence J. Baehr
Terrence J. Baehr, Director

s/ Jack E. Brown
Jack E. Brown, Director

{s/ Catherine E. Dolan
Catherine E. Dolan, Director

fs/ Philip G. Heasley
Philip G. Heasley, Director

s/ Robert A, Oakley
Robert A. Oakley, Director

fsf Jan H. Suwinski
Jan H. Suwinski, Director

/s/ Ronaid W. Tysoe

Ronald W. Tysoe, Director

{s/ Michael L. Wright
Michael L. Wright, Director

{s/ Michael A. Winner
Michael A. Winner, Executive Vice President and Chief Financial and Accounting Officer
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Ohio Casualty Corporation and Subsidiaries

Consolidated Summary of investments

Other than Investments in Related Parties

December 31, 2006

Tyoe of investment

Fixed income securities: Available-for-sale

Bonds:
U.S. Government
States, municipalities and
political subdivisions
Corporate securities

Mortgage and asset-backed securities:

U.S. government guaranteed
Other

Total fixed income securities

Available-for-sale

Fixed income securities: Held-to-maturity

Corporate securities
Mortgage-backed securities

Total fixed income securities

Held-to-maturity

Equity securities:
Common stocks:
Banks, trust and insurance
companies
Industrial, miscellaneous and
all other
Total common stock
Preferred stock:
Banks, trust and insurance
companies
Industrial, miscellaneous and
all other
Total preferred stock

Total equity securities
Cash and cash equivalents

Total investments, cash
and cash equivalents

(In millions)

Schedule |

Amount shown

Cost Value in balance sheet
25.2 $ 25.1 5 25.1
1.388.0 1,408.2 1,408.2
1,482.7 1,523.7 1,623.7
14.9 14.9 14.9
540.2 540.4 540.4
3,451.0 3,512.3 3,512.3
147.7 144.8 147.7
88.1 86.0 88.1
2358 230.8 235.8
94 65.7 65.7
126.4 2947 294.7
135.8 360.4 360.4
77.4 78.7 78.7
18.9 18.4 19.4
96.3 98.1 98.1
2321 458.5 458.5
45.6 45.6 45.6
3,964.5 $ 4,247.2 3 4,252.2
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Ohio Casualty Corporation

Condensed Financial Information of Registrant
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Schedule

{In millions)
2006 2005
Condensed Balance Sheet:
Investment in wholly-owned
subsidiaries, at equity $ 1,403.8 $ 1,354.4
Investment in fixed income and equity
securities, at fair value 3234 241.4
Cash and cash equivalents 3.2 11.8
Other assets 26.9 21.2
Total assets 1,757.3 1,628.8
Notes payable 199.6 200.4
Other liabilities 2.0 2.0
Total liabilities 201.6 202.4
Shareholders’ equity $ 15557 $ 1,426.4
2004
Condensed Statement of Income:
Dividends from subsidiaries $ 195.0 $ 138.3 $ 86.7
Undistributed earnings of subsidiaries 305 83.3 52.0
Net operating expenses (7.2) (8.9) {10.3)
Net income $ 218.3 $ 212.7 $ 128.4
Condensed Statement of Cash Flows:
Operating activities:
Net distributed income $ 187.8 $ 129.4 $ 76.4
Other 56.4 18.9 2.7
Net cash provided by operating activities 2442 148.3 79.1
Investing activities:
Purchase of fixed income and equity securities {267.3) (207.8) (134.2)
Sales of fixed income and equity securities 129.0 78.9 45.5
Net cash used in investing activities (138.3) {128.9) (88.7)
Financing activities:
Debt:
Proceeds from the issuance of senior notes - - 199.3
Repayments {0.7) {160.3) (13.0)
Payment for issuance costs - - {1.3)
Payment for deferred financing cost (0.5) - -
Loss on retirement of convertible debt,
including conversion expense - (3.6) -
Proceeds from exercise of stock options 5.8 15.8 15.1
Repurchase of treasury stock (98.7) (38.9) -
Excess tax benefits on stock-based compensation 1.9 - -
Dividends paid to shareholders (22.3) (11.5) -
Net cash (used in)/provided by financing
activities (114.5) (198.5) 200.1
Net change in cash and cash equivalents {8.6) {179.1) "190.5
Cash and cash equivalents, beginning of year 11.8 190.9 0.4
Cash and cash equivalents, end of year $ 3.2 5 11.8 b 190.9
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Schedule IV
Ohio Casualty Corporation and Subsidiaries
Consolidated Reinsurance
(in millions)
December 31, 2006, 2005 and 2004

Percent of
amount
Assumed Ceded to assumed
Direct from other other Net {o net
amount companies companies amount amount
Year Ended December 31, 2006
Premiums written
Property and casualty insurance $ 1419 $ 18.3 $ 78.0 $ 14122 1.3%
Accident and health insurance 0.1 - 0.1 - -
Total premiums written $ 14720 3 18.3 3 78.1 1412.2 1.3%
Change in uneared premiums and finance charges 11.8
Total premiums and finance charges eamed $ 14240
Year Ended December 31, 2005
Premiums written
Property and casualty insurance $ 15039 $ 26.0 $ 80.5 $ 14484 1.8%
Accident and health insurance 0.1 - 0.1 - -
Total premiums written $ 1,504.0 3 26.0 $ 80.6 14494 1.8%
Change in unearned premiums and finance charges 4.2
Total premiums and finance charges eamned § 14536
Year Ended December 31, 2004
|
' Premiums written
| Property and casualty insurance $ 1,581.2 $ 23.1 $ 1504 $ 14539 1.6%
: Accident and health insurance 0.1 - 0.1 - .
' Total premiums written $§ 15813 3 231 $ 1505 1,453.9 1.6%
Change in unearned premiums and finance charges {(7.3)
Total premiums and finance charges earned $ 14466
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Ohio Casualty Corporation and Subsidiaries
Valuation and Qualifying Accounts

{in millions)
Balance at
beginning Charged to
of period expenses
Year ended December 31, 2006
Reserve for bad debt $4.2 ($2.7)
Reserve for uncollectible
reinsurance recoverabie 3.7 -
Year ended December 31, 2005
Reserve for bad debt 34.3 ($0.1)
Reserve for uncollectible
reinsurance recoverable 2.3 1.4
Year ended December 31, 2004
Reserve for bad debt $4.2 $0.1
Reserve for uncollectible
reinsurance recoverable 24 (0.1)
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Schedule V

Balance at
end of
period

$1.5

3.7

$4.2

3.7

$4.3

2.3
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and Citibank, N.A. as trustee, relating to the Senior Notes, filed as Exhibit 4.1 to the Registrant's
SEC Form 8-K on June 30, 2004

Employment Agreement with Dan R. Carmichael dated December 1, 2005 filed as Exhibit 10.1
to the Registrant's SEC Form 8-K on December 5, 2005

Restricted Stock Award Agreement entered into between the Registrant and Dan R. Carmichael,
filed as Exhibit 10.2 to the Registrant's Form 8-K on December &, 2005

Freestanding Stock Appreciation Agreement entered into between the Registrant and Dan R.
Carmichael, filed as Exhibit 10.3 to the Registrant's Form 8-K on December 5, 2005
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Exhibit 10.6

Exhibit 10.9

Exhibit 10.10

Exhibit 10.11

Exhibit 10.12

Exhibit 10.13

Exhibit 10.15

Exhibit 10.16

Exhibit 10.17

Exhibit 10.18

Exhibit 10.19

Exhibit 10.20

Exhibit 10.21

Form 10-K
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Index to Exhibits, Continued

Change in Control Agreement entered into between the Registrant and Dan R. Carmichasi, filed
as Exhibit 10.4 to the Registrant's Form 8-K on December 5, 2005

Agreement and General Release with Elizabeth M. Riczko dated June 3, 2005, filed as Exhibit
10.1 to the Registrant's SEC Form 8-K on June 3, 2005

Ohio Casualty Corporation 2002 Stack Incentive Program, filed as Exhibit 10.2 to the
Registrant's SEC Form 10-Q on May 14, 2002

Ohio Casualty Corporation 2005 Incentive Plan, filed as Exhibit 99 to the Registrant's Form 8-K
filed on May 20, 2005

Credit Agreement dated as of February 16, 2006 between Ohio Casualty Corporation and
LaSalle Bank National Association as Agent as Exhibit 10.1 to the Registrant's SEC Form 8-K
filed on February 17, 2006

Amended and Restated Ohio Casualty Corporation Director's Deferred Compensation Plan filed
as Exhibit 10.1 to the Registrant's SEC Form 10-K on March 27, 2003

The Ohio Casualty Insurance Company Excess Benefit Plan filed as Exhibit 99 to the
Registrant's SEC Form 8-K on January 3, 2006

The Ohic Casualty Insurance Company 2006 Officer Annual Incentive Program filed as Exhibit
10.1 to the Registrant's SEC Form 8-K on February 23, 2006

The Ohio Casualty Insurance Company 2006 Officer Long-Term Incentive Award agreement
filed as Exhibit 10.2 to the Registrant's SEC Form 8-K on February 23, 2006

The Ohio Casualty Insurance Company 2005 Officer Long-Term Incentive Award agreement filed

as Exhibit 89.1 to the Registrant's SEC Form 8-K on May 25, 2005

The Ohio Casualty Insurance Company Benefit Equalization Plan filed as Exhibit 10.4 to the
Registrant's SEC Form 10-K on March 27, 2003

The Ohio Casualty Insurance Company Deferred Compensation Plan (Dan R. Carmichael) filed
as Exhibit 10.5 to the Registrant's SEC Form 10-K on March 27, 2003

Form of Amended Change in Control Agreement entered into between the Registrant and each
of the following executive officers: Debra K. Crane, Paul J. Gerard, Ralph. S. Michael, Lynn C.
Schoel and Michael A. Winner filed as Exhibit 1e to the Registrant's SEC on November 16, 2006

Ohio Casualty Corporation Agent Share Plan on Form S-3 (333-29483) filed as Exhibit 4.1 to the
Registrant's SEC Form 10-K ont March 12, 2004
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Directors and Officers’

Ohio Casualty Corporation and Subsidiaries '

Lead Director

Ohio Casualty Corporation; Chairman of the Board for
subsidiary companies

Stanley N. Pontius

Presidem, FourQuarterCircle, LLC; Former President and
Chief Executive Officer, First Financial Bancorp and its
Principal Subsidiary, First Financial Bank

Directors

Terrence J. Baehr
Managig Director for Prudential Financial Account and
Vice Presiden:, Sales, Americas East Region, IBM Corporation

Jack E. Brown
Senior Advisor 1o Nielsen, Inc., Parent of Global BASES;
Retired Chairman of BASES

Dan R. Carmichael, CPCU
President and Chief Executive Officer, Ohio Casualty Corporation

Catherine E. Dolan
Senior Vice President, Community Development Finance,
Wachovia Bank, N.A, o

Philip G. Heasley T . =

FPresident and Chief Executive Officer, Transaction Svstemv ‘Architects, bltc-
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Executive Officers

Dan R. Carmichael, CPCU - Chief Executive Officer

Ralph (Mike) 8. Michael, 11 — President and Chief Operating
Officer, Insurance Operations

Michael A. Winner, CPA — Executive Vice President and Chief
Financial Officer

Debra K. Crane — Senior Vice President, General Counsel and Sélcrerar_\'
Paul I. Gerard, CFA — Senior Vice President/Investments

Lynn C. Schoel, Ph.D. — Senior Vice President/Human Resources

Keith A. Cheesman, CPA (Inactive) - Vice President and Controller

Ohio Casualty Corporation is commitied to sound principles of corporate governance
and we befieve they are important to gain and retain the trust of inveslors, employaes
and customers, The Corporation has taken several actions to demonstrate that
cemmitment.

We rely on our independent directors to bring us diverse business experience and
knowledge as well as sound judgment. In order to maintain the necessary level of
expertise to perform his or her responsibilities as a director, each director is expected
to complete a minimum cf eight hours of continuing education per calendar year.
Nine of our current ten directors are considered independent under NASDACY's listing
standards. Our Corporate Governance Principles provide guidance and insight

into the Corporation’s system of governance and also guide the Board in remaining
informed and involved. Our Board of Directors has standing Audit, Compensation
and Development, Executive, Finance and Governance Committees. In addition o
the Code of Ethics for Senior Financial Officers, the Corporation has atso adopted
the Code of Business Conduct and Ethics, which every direcior and employee of the
Corporation is bound to follow. All employees are required to complete a training
session on the Company's Code of Business Conduct and Elhics. in 2006, the Board
revised its procedures io review and approve related party transactions involving
directors and executive cfficers of the Company. Alsc, the Board updaied its stock
ownership guidetines in 2006. Each direclor is expected 1o acquire and retain shares
of the Corporation as stipulated by the Stock Ownership Guidelines devised by the
Board. The Board also reviews its governance documents on a conlinuing basis in
recognition of the dynamic nature of corporate govermance best practices.

Ohio Casualty Corporation maintains an Ethics & Compliance Hotline at 1-888-270-
5939 as a reporling mechanism for employees, shareholders, agents and the general
public regarding issues and concemns about employee and business practices. We
have also established a Website address for reporting: www.inwinc.com/webrepart,
The Hotline and Website acdress are administered through an outside third party in
order to maintain confidentiality and ensure effective, slandardized administration.
Any written complaints may be sent to Jus! Not Right? Report !, P.O. Box 18698,
Fairfield, OH 45018-0698.

We take corporale governance seriously and seek o serve the long-lerm interests of
our shareholders. You can access our Corporate Governance Principles, information
about our Board of Directors and Board Commitlees, current charters for our Audit,
Compensation and Development, Executive, Finance and Governance Committees,
and Code of Business Conduct and Ethics in the “Investor Relations/Corporate
Governance™ Section of www.ocas.com or by writing to:

Corporate Communications Deparimenl
Ohio Casualty Corporation

9450 Seward Road

Fairfield, OH 45014

Phone: 1-800-THE-OHIO

Shareholders may also communicate with the Board or any of the directors by calling
1-888-270-593% cr sending written communications addressed to the Board or any
of the directors, c/o Corporate Secretary, Ohio Casualty Corporation, 9450 Seward
Road, Fairfield, OH 45014. All shareholder communications are compiled by the
Corporate Secretary for review by the Board.

1

OHIO CASUALTY CORPORATION




Shareholder Information

Annual Report on Form 10-K
The Annual Report on Form 10-K for 2000, as filed with the Securities and
Exchange Commission (SEC), is available without chairge upon written request 10:

Ohio Casualty Corporation

Office of the Chief Financial Officer
9450 Seward Road

Fairfield, OH 45014
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